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Title  20 — Employees'  Benefits 

CHAPTER  III — SOCIAL  SECURITY  ADMIN¬ 
ISTRATION,  DEPARTMENT  OF  HEALTH, 
EDUCATION,  AND  WELFARE 

[Regs.  No.  5,  Further  Amended] 

PART  405— FEDERAL  HEALTH  INSUR¬ 
ANCE  FOR  THE  AGED  AND  DISABLED 
(1965  . ) 

Principles  of  Reimbursement  for  Cost-Basis 
and  Risk-Basis  Health  Maintenance 
Organizations 

On  July  29,  1975,  two  separate  notices 
of  proposed  rulemklng  (40  FR  31795  and 
40  PR  31802)  were  published  in  the  Fed¬ 
eral  Register  with  proposed  amend¬ 
ments  to  Regulations  No.  5  (20  (JPR  Part 
405)  regarding  the  principles  of  reim¬ 
bursement  for  cost-basis  and  risk-basis 
health  maintenance  organizations 
(HMO's)  respectively,  under  the  Medi¬ 
care  program  (title  XVIII  of  the  Social 
Security  Act).  These  proposed  amend¬ 
ments  were  issued  under  the  provisions 
of  section  1876  of  the  Social  Security  Act 
(42  U.S.C.  1395mm),  which  was  added  to 
title  XVIII  by  section  226  of  Pub.  L.  92- 
603.  Section  1876  of  the  Social  Security 
Act  provides  for  two  methods  of  reim¬ 
bursement  to  HMO’s  for  covered  services 
furnished  to  enrollees  who  are  Medicare 
beneficiaries — reasonable  cost  reim¬ 
bursement  and  incentive  reimbursement. 
Section  1876(i)  (2)  <B)  provides  for  reim¬ 
bursement  to  HMO’s  on  a  reasonable- 
cost  basis  as  defined  in  section  1861  (v) 
of  the  Act.  Generally,  only  those  costs 
w’hich  are  allowable  in  reimbursing  pro¬ 
viders  under  Medicare  may  be  recognized 
as  allowable  costs  for  HMO’s.  However, 
certain  other  costs  unique  to  the  HMO 
form  of  delivering  health  care  are  also 
allowable  if  they  are  proper  and  neces¬ 
sary  to  HMO  plan  operations.  Section 
1876(a)  (3)  (A)  px’ovides  for  risk -basis 
HMO’s  to  share  in  savings  (up  to  pre¬ 
scribed  limits)  when  the  HMO  provides 
covered  services  to  its  enrollees  who  are 
Medicare  beneficiaries  at  a  cost  that  is 
less  than  the  adjusted  average  per  capita 
cost  (AAPC7C) .  The  AAPCC  is  the  average 
cost  of  providing  such  services  in  the 
HMO’s  enrollment  area  to  Medicare  ben¬ 
eficiaries  who  are  not  enrolled  in  the 
HMO,  with  appropriate  actuarial  adjust¬ 
ment  to  reflect  the  makeup  of  the  HMO’s 
enrollment  of  Medicare  beneficiaries.  If 
the  incurred  costs  of  a  risk-basis  HMO 
exceeds  the  AAPCX3,  the  HMO  Is  required 
to  absorb  costs  in  excess  of  the  AAPCC. 
Such  losses  may  be  carried  forward  and 
offset  against  savings  earned  in  subse¬ 
quent  years.  The  amendments  to  the  reg¬ 
ulations  prescribe  no  increase  in  Medi¬ 
care  benefits  and  result  in  no  additional 
costs  to  the  beneficiary  or  the  program. 
Indeed,  to  the  extent  that  HMO  partici¬ 
pation  in  the  Medicare  program  is  ac¬ 
complished,  program  benefit  costs  may  be 
lowered,  since  there  is  evidence  that 
HMO’s  can  deliver  health  care  at  a  lower 
cost  than  the  cost  for  health  care  de¬ 
livered  under  the  traditional  patterns  of 
separate  entities  providing  institutional 
care  and  physician  services.  They  do  so 
primarily  through  lower  hospital  utiliza¬ 


tion  rates.  Interested  persons  were  given 
the  opportunity  to  submit  in  writing  on 
or  before  August  28, 1975,  any  data,  views, 
or  arguments  on  the  notices  of  proposed 
rule  making  and  proposed  amendments. 
The  comments  and  suggestions  subse¬ 
quently  received  and  changes  made  in  the 
amendments  as  proposed  are  discussed 
below.  Since  over  a  year  has  been  spent  in 
analyzing  the  comments  and  in  develop¬ 
ing  tile  amendments  to  these  regulations, 
further  participation  by  the  public  under 
the  Department’s  policies  regarding  the 
development  of  regulations  does  not  ap¬ 
pear  warranted.  The  amendments  as 
changed  shall  be  effective  on  December  9, 
1976. 

Comments  were  received  from  a  num¬ 
ber  of  sources  (including  representatives 
of  national.  State,  and  local  organiza¬ 
tions)  interested  in  the  reimbursement 
principles  for  cost-basis  and  risk-basis 
HMO’s  under  Medicare.  All  of  the  com¬ 
ments  received  on  the  proposed  amend¬ 
ments  have  been  carefully  considered 
and  comments  which  suggested  clarifica¬ 
tion  of  terms  and  greater  specificity  of 
language  were  incorporated  in  the 
amendments  wherever  appropriate. 
Some  suggested  provisions  could  not  be 
included  in  the  amendments,  because 
they  are  contrary  to  requirements  of  the 
statute.  A  number  of  comments  regard¬ 
ing  operational  procedures  will  be  taken 
into  consideration  when  preparing  in¬ 
structions  and  guidelines.  The  most 
significant  comments  were  the  follow¬ 
ing: 

1.  Certain  Medicare  reimbursement 
limitations  that  are  separately  applied  to 
costs  of  providers  of  services,  other 
health  care  facilities,  and  physicians’ 
services  should  not  be  applied  to  the 
HMO  setting  which  is  an  integrated 
health  care  delivery  system.  Under  the 
Medicare  program,  providers  of  services 
are  subject  to  certain  reimbursement 
limitations.  For  example,  20  CFR  405.460 
authorizes  the  establishment  of  limita¬ 
tions  on  coverage  of  costs  upon  the  pub¬ 
lication  of  such  limits  in  the  Federal 
Register.  Dollar  limits  on  payment  for 
hospital  inpatient  general  routine  serv¬ 
ices  have  been  published  in  the  Federal 
Register  under  this  authority.  In  addi¬ 
tion,  20  C7FR  405.455  requires  that  pay¬ 
ment  by  the  health  insurance  program 
be  made  at  the  lesser  of  reasonable  cost 
of  services  furnished  or  the  customary 
charges  made  by  the  provider  for  the 
same  services.  Other  limitations  may  be 
found  in  20  CFR  405.432  (relating  to 
reasonable  cost  of  physical  and  other 
therapy  services  furnished  under  ar¬ 
rangements)  and  20  CFR  405.433  (relat¬ 
ing  to  the  determination  of  allowable 
costs  for  drugs).  Limitations  have  also 
bear  developed  for  costs  of  treatment  for 
chronic  raial  disease  (20  CFR  405.402(g) 
and  405.502(e)).  The  proposed  amend¬ 
ments  would  impose  these  limitations  on 
providers  of  services  and  certain  other 
facilities  owmed  or  controlled  by  the 
HMO.  Comments  were  received  that 
these  hmitations  on  providei’s  and  other 
facilities  owned  or  controlled  by  the 
HMO  were  not  appropriate  for  HMO’s 
since  section  1876  of  the  Act  recognizes. 


for  the  first  time,  that  an  HMO  is  a 
miitary  health  care  delivery  system  for 
reimbursement  of  both  Part  A  and  Part 
B  services.  The  comments  suggested  that 
a  payment  limit  be  placed  on  the  HMO’s 
total  cost,  but  not  on  the  costs  of  individ¬ 
ual  components  of  the  HMO’s  operations. 
In  the  case  of  the  amendment  providing 
for  the  lower  of  reasonable  cost  or  cus- 
twnary  charge  limitation,  the  comment 
was  received  that  the  amendment  does 
not  take  into  account  that  providers  re¬ 
lated  to  the  HMO  are  “no-charge  struc¬ 
ture’’  providers  (i.e.,  typically,  HMO 
members  pay  on  the  basis  of  a  predeter¬ 
mined  periodic  rate  and  are  not  billed 
on  a  charge-per-service  basis)  and 
should  be  exempt  from  this  cost  limita¬ 
tion.  The  proposed  amendments  also 
provided  that  Medicare  payment  for 
physicians’  services  obtained  by  the 
HMO  from  a  physician  group  that  is 
organized  on  a  group-  or  individual- 
practice  basis  and  independent  of  the 
HMO  could  not  exceed  the  amoimt  that 
would  be  paid  wi  a  reasonable-charge 
basis,  as  described  in  SubF>art  E  of  20 
CFR  Part  405  if  the  services  had  been 
provided  to  Medicare  patients  who  were 
not  HMO  enrollees.  Several  comments 
reflected  the  view  that  a  physician’s 
compensation  in  the  HMO  setting  bears 
no  relationship  to  the  fee-for-service 
reasonable  charge  approach,  particularly 
where  the  amoimt  paid  to  these  phy¬ 
sician  groups  is  based  on  budgeted  costs 
applicable  to  a  projected  membership 
and  reduced  to  a  per  capita  amount  to 
facilitate  periodic  payments  by  the  HMO 
to  the  physician  group,  and  that  the 
limitation  would,  therefore,  be  very  dif¬ 
ficult  to  apply  in  these  cases. 

The  Social  Security  Act  and  legislative 
history  make  clear  that  the  Secretary 
of  Health,  Education,  and  Welfare  is 
expected  to  sissure  that  allowable  costs 
incuri'ed  by  an  HMO  in  providing  and 
arranging  for  services  for  Medicare  bene¬ 
ficiaries  are  not  excessive  and  to  estab¬ 
lish  guidelines  as  to  the  reasonableness 
of  costs  in  certain  areas.  For  example, 
secticm  1876(1)  (3)  limits  the  amount  of 
payment  by  an  HMO  to  a  hospital  to  the 
reasonable  cost  of  services  (as  deter¬ 
mined  under  section  1861  (v) ) ,  unless  the 
HMO  can  demonstrate  to  the  satisfac¬ 
tion  of  the  Secretary  that  any  excess 
payment  is  justified  on  the  basis  of 
advantages  gained  by  the  HMO.  The 
Secretarj’  is  also  expected  to  establish 
reasonable  limits  on  tiie  amount  of  reim¬ 
bursement  i>aid  by  HMO’s  to  health  prac¬ 
titioners.  (See  section  1876(a)  (3)  (C)  (iv) 
of  the  Act.)  The  proposed  amendments 
have  been  revised,  how^ever,  to  permit 
certain  health  Insurance  program  cost 
limitations  (See  §  405.2042(b)  (14) )  to 
apply  indirectly  with  respect  to  providers 
and  other  health  care  facilities  owned  or 
operated  by  a  risk-basis  HMO  or  related 
to  a  risk-basis  HMO  by  common  owner¬ 
ship  or  control.  This  will  be  done  through 
the  application  of  the  AAPCC.  The 
AAPCC,  which  is  an  absolute  reimburse¬ 
ment  ceiling  for  risk-basis  HMO’s.  is 
based  on  health  insurance  program  re¬ 
imbursement  in  the  HMO’s  geographic 
area  for  services  provided  in  other  way 
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than  through  the  HMO,  and  the  effects 
of  these  various  reimbursement  limita¬ 
tions  on  health  insurance  program  reim¬ 
bursement  are  reflected  In  the  .AAPC!C. 
However,  these  limits  must  be  applied 
directly  to  providers  and  other  health 
care  facilities  owned  or  operated  by  a 
cost-basis  HMO  or  related  to  the  cost- 
basis  HMO  by  common  ownership  or 
control,  since  cost-basis  HMO’s  are  not 
limited  to  the  AAPCC  as  an  absolute 
reimbursement  ceiling  and  since  section 
1876(i)  (2)  (B)  provides  that  reimburse¬ 
ment  to  a  cost-basis  HMO  shall  be  made 
on  the  basis  of  reasonable  cost  as  deflned 
in  section  1861  (v) .  Since  providers  owned 
or  operated  by  HMO’s  are  “no-charge 
structure”  providers  with  respect  to  HMO 
enrollees,  the  proposed  amendments  have 
also  been  revised  to  recognize  that  the 
limitation  of  reimbursement  to  the  lower 
of  reasonable  cost  or  customary  charges 
(§  405.2042(b)  (14)  (ii) )  is  not  applicable 
for  services  furnished  to  an  HMO’s  en¬ 
rollees  who  are  Medicare  beneflciaries  by 
providers  owned  or  operated  by  a  cost- 
basis  or  risk-basis  HMO,  or  related  to 
such  an  HMO  by  common  ownership  or 
control.  In  the  case  of  the  reasonable 
charges  limitation  in  Subpart  E  of  20 
CFR  Part  405,  the  amendments  (see 
§  405.2042(g)  (2) )  have  been  revised  to 
apply  the  limitation  only  where  the  cov¬ 
ert  Part  B  services  of  physicians  and 
suppliers  of  services  are  paid  for  by  the 
HMO  on  a  fee-for-servlce  basis,  or  where 
the  services  are  provided  by  a  group  of 
physicians  organized  on  an  individual- 
practice  basis  that  pays  its  physicians  on 
a  fee-for-service  basis.  The  amendments 
(see  §  405.2042(g)  (3) )  provide  for  an  ex¬ 
ception  to  the  reasonable  charges  limi¬ 
tation  in  such  a  case  if  the  physician 
group  has  an  agre«nent  that  includes 
acceptance  by  the  members  of  the  physi¬ 
cian  group  of  effective  incentives,  such 
as  risk -sharing  or  other  financial  incen¬ 
tives,  designed  to  avoid  unnecessary  or 
imduly  costly  utilization  of  health  serv¬ 
ices.  In  such  cases,  the  amount  paid  by 
the  HMO  for  the  physicians’  services  is 
an  allowable  expense  to  the  extent  that 
it  is  reasonable.  Different  tests  of  reason¬ 
ableness  shall  be  applied  where  physi¬ 
cians’  services  are  furnished  by  physician 
groups  independent  of  the  HMO  which 
are  organized  on  a  group-practice  basis. 

2.  Costs  incurred  by  the  HMO  solely 
for  Medicare  program  purposes  should 
be  reimbursed  in  full  by  the  .program 
rather  than  allocating  only  a  portion  of 
such  costs  to  Medicare.  -Oomments  were 
received  that  the  costs  of  an  independ¬ 
ently  certified  financial  statement  of  the 
HMO’s  per  capita  incurred  cost,  required 
by  section  1876(a)  (3)  (C)  (1)  of  the  Act, 
and  the  cost  of  reporting  individual  title 
XVIII  beneficiary  enrollment  accretion 
and  deletion  data  to  SSA  will  result  in 
expenses  to  the  HMO  not  otherwise  re¬ 
quired  for  plan  operations,  and  that  these 
costs  should  be  reimbursed  in  full  by  the 
program.  Accordingly,  the  amendments 
have  been  revised  to  provide  reimburse¬ 
ment  in  full  by  the  health  insurance  pro¬ 
gram  for  the  total  reasonable  cost  in¬ 
curred  for  these  services,  which  are 
unique  to  HMO  operations  under  Medi¬ 


care’s  HMO  provision,  and  are  solely  for 
the  pmposes  of  the  Medicare  program. 
However,  with  respect  to  the  certified  fi¬ 
nancial  statement,  only  those  additional 
costs  incurred  by  the  HMO  that  are  re¬ 
lated  to  the  certification  of  the  HMO’s 
cost  report  are  reimbiused  in  full  by  the 
Medicare  program.  ’The  normal  admin¬ 
istrative  costs  incurred  by  the  HMO  in 
preparing  its  cost  report,  as  well  as  other 
administrative  costs  (other  than  report¬ 
ing  enrollment  information) ,  are  appor¬ 
tioned  to  the  health  insurance  program 
so  that  the  program  pays  its  proportion¬ 
ate  share  of  such  costs.  This  is  the  same 
way  in  which  such  costs  are  treated  in 
the  provider  setting. 

3.  The  amendments  should  provide  for 
payment  for  long-range  capital  needs  to 
place  Medicare  payment  on  a  par  xoith 
what  is  paid  by  enrollees  who  are  not 
Medicare  beneficiaries.  The  reasons  given 
for  this  suggested  change  were  that  a 
properly  financed  HMO  requires  funds  to 
meet  its  long-range  capital  financing  re¬ 
quirements.  'The  Department  of  Health, 
Education,  and  Welfare  recognized  that 
HMO’s,  like  hospitals  and  other  health 
care  providers,  have  long-range  capital 
financing  objectives.  However,  the  Social 
Security  Act  does  not  provide  for  such  a 
payment  to  be  made  by  the  health  insur¬ 
ance  program.  Section  1876(1)  (2)  (B)  of 
the  Act  provides  that  reimbursement  to 
cost-basis  HMO’s  for  covered  service  de¬ 
livered  to  Medicare  beneficiaries  shall  be 
made  on  the  basis  of  reasonable  cost  as 
deflned  in  section  1861  (v),  i.e.,  the  “cost 
actually  incurred”  in  the  efiBclent  deliv¬ 
ery  of  needed  health  services.  For  risk- 
basis  HMO’s,  section  1876(a)  (3)  (A)  (i) 
provides  that  the  HMO’s  per  capita  “in¬ 
curred  cost”  is  to  be  compared  with  the 
AAPCC  to  determine  whether  a  saving  or 
loss  has  resulted  for  the  contract  period. 
An  amoiait  set  aside  by  an  HMO  for 
long-range  capital  financing  purposes 
is  not  an  incurred  cost  to  the  HMO 
and,  therefore,  not  an  allowable  cost 
for  Medicare  reimbursement  purposes. 
Moreover,  Medicare  principles  of  reim¬ 
bursement  for  providers  of  services, 
which  the  Congress  contemplated  would 
be  followed  in  establishing  the  HMO  re¬ 
imbursement  principles,  do  not  recog¬ 
nize  the  cost  of  long-range  capital  fi¬ 
nancing  as  an  allowable  cost  to  the  Med¬ 
icare  program.  Medicare  does  pay  its  pro¬ 
portionate  share  of  allowable  expenses 
actually  incurred  in  acquiring  buildings 
and  equipment  used  to  provide  covered 
services  to  Medicare  beneflciaries,  and 
these  expenses  are  also  recognized  as  al¬ 
lowable  HMO  expenses  by  these  amend¬ 
ments.  Attention  is  invited  to  20  CFR 
405.415(e),  which  discusses  funding  of 
depreciation.  Section  1876  of  the  Act 
provides  that  HMO’s  may  contract  on  an 
incentive  basis  and  earn  a  savings  pay¬ 
ment  if  its  Medicare  costs  are  less  than 
Medicare  costs  in  the  area.  ’This  incen¬ 
tive  payment  could  be  used  by  the  HMO 
for  future  capital  or  other  purposes.  ’The 
recently  published  “Actuarial  Note  No. 
88,”  U.S.  Department  of  Health,  Educa¬ 
tion,  and  Welfare,  Social  Security  Ad:; 
ministration.  “A  Retrospective  Applica¬ 
tion  of  the  Health  Maintenance  Organi¬ 


zation  Risk  Sharing  Savings  Formula 
for  Six  Group  Practice  Prepayment 
Plans  for  1969  and  1970”,  sugrgests  that 
five  of  six  large,  well  established  plans 
surveyed  would  have  earned  the  maxi¬ 
mum  savings  pasrment  imder  section  1876 
of  the  Act  based  on  1969  and  1970  health 
insurance  program  data.  The  note  points 
out  that  it  may  not  be  reasonable,  how¬ 
ever,  to  expect  the  same  savings  experi¬ 
ence  for  other  HMO’s,  i.e.,  small  or  de¬ 
veloping  HMO’s  or  other  large  HMO’s 
using  different  enrollment  practices. 
(Copies  of  this  publication  may  be  ob¬ 
tained  by  writing  to  Office  of  the  Actu¬ 
ary,  SSA,  Administrative  Officer,  6401 
Security  Boulevard,  Baltimore,  Mary¬ 
land  21235.) 

4.  The  amendments  should  provide 
that  physicians’  services  furnished  an 
HMO  under  arrangements  be  appor¬ 
tioned  on  the  basis  of  services  actually 
furnished  enrollees  who  are  Medicare 
beneflciaries  even  if  payment  is  on  an 
average  per  capita  basis,  and  that  all 
general  and  administrative  costs  should 
be  apportioned  on  the  basis  of  services 
actually  furnished  such  enrollees  instead 
of  on  a  per  capita  basis,  since  most  gen¬ 
eral  and  administrative  costs  are  serv¬ 
ice-related.  ’The  comment  was  made  that 
most  HMO’s  which  pay  physician  groups 
on  a  per  capita  basis  pay  the  same  rate 
regardless  of  the  age  of  the  individual 
enrollee.  In  determining  the  capitation, 
however,  consideration  is  given  to  the 
age.  sex,  and  other  characteristics  of  the 
total  group  of  enrollees  or  anticipated 
enrollees  and  the  amount  and  types  of 
physicians’  services  they  will  require. 
’Thus,  the  average  per  capita  rate  is  a 
way  of  making  payment  by  means  of  an 
aggregate  fixed  sum  or  other  negotiated 
amoimt  which  is  determined  without  re¬ 
gard  to  the  frequency  or  extent  of  serv¬ 
ices  furnished  to  any  particular  enrollee. 
Comments  further  suggest  that  payment 
on  an  average  per  capita  basis  should, 
therefore,  be  treated  In  the  same  manner 
as  the  aggregate  fixed  sum  or  other 
negotiated  amount,  i.e.,  the  HMO’s  allow¬ 
able  cost  for  these  services  should  be  ap¬ 
portioned  on  the  basis  of  the  ratio  of 
covered  Medicare  services  to  total  serv¬ 
ices.  ITie  amendments  have  been  revised 
to  provide  for  apportionment  of  the  costs 
of  physicians’  services  in  these  cases  on 
the  basis  of  a  ratio  of  covered  Medicare 
services  to  total  services  (see  §  405.2043 
(c)  (2)  (i) ) .  On  the  provision  concerning 
apportioning  general  and  administrative 
costs,  comments  were  received  that  all 
general  and  administrative  costs  should 
be  apportioned  on  the  basis  of  services 
rather  than  enrollment,  since  these  costs 
are  more  service-related  than  enroll¬ 
ment-related.  ’The  amendments  on  ap¬ 
portioning  general  and  administrative 
costs  have  been  revised  to  allow  for  ap¬ 
portionment  on  the  basis  of  a  ratio  of 
Medicare  services  to  total  services  for 
general  management  and  other  adminis¬ 
trative  and  general  costs  of  the  HMO 
plan  that  bear  a  significant  relationship 
to  providing  services.  However,  the 
amendments  provide  for  apportionment 
of  enrollment,  marketing,  membership, 
and  other  administrative  costs  that  bene- 
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fit  the  total  enrolled  population  and  are 
not  directly  associated  with  providing 
medical  care  on  the  basis  of  a  ratio  of 
Medicare  enrollment  to  total  enrollment. 

6.  For  final  settlement  purposes,  the 
Secretary  should  be  bound  within  a  spec¬ 
ified,  limited  range  to  the  estimated  ad¬ 
justed  average  per  capita  cost  (AAPCC) 
computed  at  the  beginning  of  the  con¬ 
tract  period.  Comments  received  sug¬ 
gested  that  because  the  AAPCC  computed 
at  final  settlement  may  be  significantly 
different  from  the  estimated  AAPCC 
which  the  HMO  may  request  at  the  be¬ 
ginning  of  its  contract  period,  the  esti¬ 
mated  figure  is  of  little  value  to  the  risk- 
basis  HMO.  Hierefore,  the  amendments 
should  provide  for  a  specified  percentage, 
e.g.,  5  percent,  as  the  maximum  differ¬ 
ence  between  the  estimated  and  final 
AAPCC.  After  careful  consideration,  this 
suggestion  was  rejected  because  of  legal 
and  actuarial  considerations.  First,  such 
a  proposal  appears  to  go  beyond  the  pro¬ 
visions  of  section  1876  of  the  Act.  Hie 
determination  of  the  AAPCC  as  described 
in  section  1876  includes  a  formula  re¬ 
quiring  a  retrospective  computation  of 
the  AAPCC  at  the  end  of  the  contract 
year  with  appropriate  adjustments  to 
assure  actuarial  equivalence.  Under  the 
proposed  approach,  however,  the  deter¬ 
mination  of  the  AAPCC  at  the  time  of 
final  settlement  would  be  limited  to  a  5 
percent  variation  of  the  estimated 
AAPCC  regardless  of  the  HMO’s  actual 
experience.  Hierefore,  the  proposal 
would  impose  a  limitation  on  the  l^ial 
Security  Administration  in  computing  an 
AAPCC  with  appropriate  adjustments  to 
asstu^  actuarial  equivalence  as  required 
by  statute.  There  is  the  additional  prob¬ 
lem  of  an  individual  HMO’s  enrollment 
experience  during  the  contract  year 
vtuylng  considerably  from  the  enroll¬ 
ment  forecast  made  at  the  beginning  of 
the  year  by  the  HMO.  Without  a  retro¬ 
active  adjustment  to  the  AAPCC,  this 
variance  could  have  a  significant  effect 
on  reimbursement  to  the  HMO  which 
could,  at  times,  be  detrimental  to  the 
HMO. 

6.  The  amendments  should  provide  a 
longer  time  limit  for  HMO*s  to  submit 
interim  enrollment  and  cost  reports  and 
should  further  provide  for  a  fixed  time 
period  in  which  final  settlement  must  be 
made.  Suggestions  for  two  procedural 
changes  were  adopted.  The  time  frame 
for  submitting  interim  cost  and  enroll¬ 
ment  reports  was  changed  from  45  days 
to  60  days  after  the  close  of  each  quarter 
of  the  HMO’s  contract  period  to  allow 
sufBcient  time  for  HMO’s  to  assemble  the 
necessary  information  to  file  these  re¬ 
ports.  Also,  the  amendments  now  re¬ 
quire  a  tentative  settlement  with  a  risk- 
basis  HMO  to  be  made  within  1  year 
after  the  submission  of  required  reports, 
if  final  settlement  has  not  been  reached 
by  that  time,  instead  of  the  optional  ten¬ 
tative  settlement  described  in  the  pro¬ 
posed  amendments. 

Minor  and  technical  changes  have  been 
made  to  Subparts  D  and  E  of  20  CFR 
Part  405  to  provide  cross-references  to 
exceptions  to  Medicare  reimbursement 
limitations  applied  to  providers  of  serv¬ 


ices  and  other  health  care  facilities  that 
are  owned  or  operated  by  HMO’s  or  re¬ 
lated  to  HMO’s  by  common  ownership  or 
control. 

We  intend  to  modify  Subpart  R  of  20 
CFR  Part  405  to  provide  for  the  appeal 
rights  of  HMO’s  that  disagree  with  the 
determination  made  by  the  Social  Se¬ 
curity  Administration  of  the  amount  of 
reimbursement  due  the  HMO. 

The  Department  also  plans  to  publish 
proposed  amendments  to  the  Code  of 
Federal  Regulations  regarding  the  reim¬ 
bursement  applicable  to  prepayment  or¬ 
ganizations  other  than  HMO’s,  such  as 
group-practice  prepayment  plans,  which 
provide  (or  arrange  for  the  provision  of) 
medical  and  other  health  services  reim¬ 
bursable  under  Part  B  of  Medicare  on  a 
reasonable-cost  basis  imder  section  1833 
(a)(1)(A)  of  the  Act.  Those  amend¬ 
ments  will  be  published  xmder  a  Notice 
of  Proposed  Rule  Making  and,  to  the  ex¬ 
tent  possible,  will  conform  with  the  re¬ 
imbursement  amendments  for  cost-basis 
HMO’s.  Proposed  amendments  to  the 
Code  of  Federal  Regulations  will  also 
be  published  pertaining  to  reimburse¬ 
ment  of  prepayment  plans  other  than 
HMO’s  that  do  not  elect  reasonable-cost 
payment  under  section  1833(a)  (1)  (A)  of 
the  Act.  Hiese  plans  are  reimbursed  on  a 
reasonable-charge  basis. 

Hie  amendments  announced  imder  the 
notices  of  proposed  rulemaking  of  July 
29,  1975  (40  FR  31795  and  40  FR  31802) 
are,  therefore,  adopted  with  the  changes 
noted  and  various  editorial  changes  in 
the  Interest  of  clarity. 

(Secs.  1102,  18fll(v),  1871,  and  1876  of  the 
Social  Security  Act.  48  Stat.  647,  as  amended, 
79  Stat.  313  as  amended,  79  Stat.  331,  and 
86  Stat.  1396;  42  n.8.C.  1302,  1895x(v),  1395 
hh,  and  1395mm.) 

Effective  date:  These  amendments 
shall  be  effective  on  December  9,  1976. 

(Catalog  of  Federal  Domestic  Assistance  Pro¬ 
gram  No.  13A00,  Health  Insurance  for  the 
Aged — Hospital  Insurance;  No.  13.801,  Health 
Insurance  for  the  Aged — Supplementary 
Medical  Insurance.) 

Dated:  September  1, 1976. 

Jabold  a.  Kieffer, 

Acting  Commissioner  of 
Social  Security. 

Approved:  November  1,  1976. 

Marjorie  Lynch, 

Acting  Secretary  of  Health, 
Education,  and  Welfare, 

Part  405  of  Chsqiter  HI  of  Htle  20  of 
the  Code  of  Federal  Regulations  Is 
amended  as  set  forth  below: 

1.  In  S  405.402,  paragraph  (g)  is  revised 
to  read  as  follows: 

§  405.402  Cost  reimbursement ;  general. 
•  •  •  •  • 

(g)  Hie  Social  Security  Administration 
is  authorized  to  issue  temporary  instruc¬ 
tions  modifying  the  provisions  of  this 
subpart  to  the  extent  it  finds  appropriate 
for  cost  reporting  periods  ending  after 
June  30, 1973,  in  order  to  implement  sec¬ 
tions  201  (Coverage  for  Disability  Bene¬ 
ficiaries  Under  Medicare)  and  2991 


(Chronic  Renal  Disease  Cimsldered  to 
Constitute  Disability)  of  Pub.  L.  92-603. 
In  so  doing,  rules  may  be  developed  for 
establishing  limits  on  costs  and  services 
above  which  reimbursement  shall  be 
made  only  upon  appr(H>riate  justifica¬ 
tion.  For  special  rules  c(mceming  health 
maintenance  organizations  (HMO’s)  and 
providers  of  services  and  other  health 
care  facilities  that  are  owned  or  operated 
by  an  HMO,  or  related  to  an  HMO  by 
common  ownership  or  control,  see 
S§  405.2042(b)  (14)  and  405.2050(c) . 

2.  In  §  405.432,  paragraph  (f)  (3)  is  added 
to  read  as  follows: 

§  405.432  Reasonable  cost  of  physical 
and  other  therapy  services  fumislicHl 
under  arrangements. 

*  ♦  #  *  • 

(f)  *  •  • 

(3)  Exception  for  services  furnished 
by  risk-basis  HMO  providers.  For  spe¬ 
cial  rules  concerning  services  furnished 
to  an  HMO’s  enrollees  who  are  title 
XVni  beneficiaries  by  a  provider  owned 
or  operated  by  a  risk-basis  HMO  (see 
§  405.2001(b))  or  related  to  a  risk-basis 
HMO  by  common  ownership  or  control 
see  §  405.2050(c). 

«  »  •  «  « 

3.  In  §  405.433,  paragraph  (c)  is  revised 
to  read  as  follows: 

§  405.433  Determining  allowable  co^i 
fur  drugs. 

«  •  •  •  * 

(C)  Exceptions.  The  following  excep¬ 
tions  may  be  granted  but  only  upon  the 
provider’s  demonstration  that  the  con¬ 
ditions  Indicated  are  present: 

(1)  Exception  because  of  medical  ne¬ 
cessity.  Where  a  physician  certifies  that 
in  his  medical  judgment  a  specific  brand 
is  medically  necessary  for  a  particular 
patient,  the  provisions  of  paragraph  (b) 
(1)  of  this  section  shall  not  apply.  How¬ 
ever,  the  physician  must  oeitify  in  his 
own  handwriting  the  medical  necessity 
for  the  exception.  An  example  of  an  ac¬ 
ceptable  statement  would  be  ‘”11118  brand 
is  medically  necessary — dispense  as  writ¬ 
ten.”  Merely  checking  a  box  on  a  form 
will  not  constitute  an  acceptable  certifi¬ 
cation.  Hie  provider  must  retain  such 
certification  in  its  records. 

(2)  Exception  for  risk-basis  HMO 
providers.  For  special  rules  concerning 
providers  owned  or  operated  by  a  risk- 
basis  HMO,  or  related  to  a  risk-basis 
HMO  by  common  ownership  or  control, 
see  S  405.2050(c). 

«  •  •  •  * 

4.  In  S  405.455,  paragraph  (a)  is  revised 
to  read  as  follows: 

§  405.455  Amount  of  payments  where 
customary  charges  for  services  fur¬ 
nished  are  less  than  reasonable  cost. 

(a)  Principle.  Providers  of  services  will 
be  paid  the  lesser  of  the  reasonable  cost 
ot  services  furnished  to  beneficiaries  or 
the  customary  charges  made  by  the  pro¬ 
vider  for  the  same  services.  Public  pro¬ 
viders  of  service  rendering  services  free 
of  charge  or  at  a  nominal  charge  will  be 
paid  fair  compensation  for  services  fur- 
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nished  to  beneficiaries.  This  princlple.ls 
applicable  to  services  rendered  by  pro¬ 
viders  in  cost  reporting  periods  beginning 
after  December  31, 1973.  For  special  rules 
concerning  HMD’s  and  providers  of  serv¬ 
ices  and  other  health  care  facilities  that 
are  owned  or  operated  by  an  HMD,  or 
related  to  an  HMD  by  common  ownership 
or  control,  see  5§  405.2042(b)  (14)  and 
405.2050(c) . 

•  •  *  •  • 

5.  In  §  405.460,  paragraph  (f)  (5)  is 
added  to  read  as  follows: 

§  405.460  Limitations  cm  coverage  of 
costs. 

•  •  «  •  • 

(f)  *  •  * 

(5)  Exception  for  risk-basis  HMO  pro¬ 
viders.  The  limitation  on  costs  imposed 
under  this  section  shall  not  be  applicable 
to  services  furnished  to  an  HMD’s  en- 
roUees  who  are  title  XVIII  beneficiaries 
by  a  provider  that  is  owned  or  operated 
by  a  risk-basis  HMD  or  related  to  a  risk- 
basis  HMD  by  common  ownership  or 
control  (see  S  405.2050(c)).  The  exemp¬ 
tion  does  not  apply  to  services  furnished 
to  mmenrollees  by  an  HMD-aflUiated 
provider. 

•  •  *  •  - 

6.  In  §  405.502,  pcuragraph  (e)  is  re¬ 
vised  to  read  as  follows: 

§  405.502  Criteria  for  determining  rea¬ 
sonable  charges. 

•  •  •  *  • 

(e)  Criteria  for  determination  of  rea¬ 
sonable  charges  under  the  chronic  renal 
disease  program.  With  respect  to  reim¬ 
bursement  tor  services  in  connection  with 
renal  dialysis  and  kidney  transplanta¬ 
tion,  the  normal  medical  market  in 
which  customary  and  prevailing  charges 
can  be  determined  will  not  be  available; 
most  such  services  will  be  reimbursed 
by  the  health  insurance  program.  With 
respect  to  such  services,  therefore,  rea¬ 
sonable  charges  may  be  defined  in  terms 
related  to  charges  or  costs  prior  to  July  1, 
1973,  the  costs  and  profits  that  are  rea¬ 
sonable  when  the  treatments  are  pro¬ 
vided  in  an  effective  and  economical 
manner,  and/or  charges  made  for  other 
services,  taking  into  account  comparable 
physicians’  time  and  skill  requirements. 
Definitions  may  be  developed  which  de¬ 
scribe  the  elements  of  service  included 
within  the  scope  of  a  dialysis  treatment 
and  limits  may  be  established  on  charges 
and  services  above  which  reimbursement 
shall  be  made  only  upon  appropriate 
justification.  For  special  rules  concerning 
the  reimbursement  of  chronic  renal  dis¬ 
ease  program  services  furnished  by  risk- 
basis  health  maintenance  organizations 
(HMD’s)  or  by  facilities  owned  or  oper¬ 
ated  by  or  related  to  such  HMD’s  by 
‘common  ownership  or  control  see 
§  405.2060(c) . 

7.  ’Ihe  table  of  sections  for  Subpart  T 
is  amended  by  adding  the  following  num¬ 
bers  and  headings  :- 


Principles  of  Reimbursement  for  Cost- 
Basis  HMD’s  Under  ’Title  XVm 
Sec. 

406.2040  Belmbursement  of  coBt-basfs 

HMO’a — ^Introduction. 

405.2041  Cost  reimbursement — general. 

405.2042  Allowable  costs. 

405.2043  Cost  apportionment. 

405.2044  Adequate  financial  records,  statis¬ 

tical  data,  and  cost  finding. 

405.2045  Interim  per  capita  payments. 

405.2046  Interim  settlement. 

40512047  Final  settlement. 

Principles  of  Reimbursement  for  Risk- 
Basis  HMO’s  Under  Title  XVIII 

405.2049  Reimbursement  of  risk-basis 
HMO’s — Introduction. 

40512050  Determining  adjusted  Incurred 
cost. 

405.2051  Determining  adjusted  average  per 
capita  cost. 

40512052  Computation  of  the  amount  due  to 
(or  from)  the  HMO. 

405.2053  Interim  and  tentative  settlements. 
40512054  Final  Settlement. 

8.  Subpart  T  is  amended  by  adding 
§§  405.2040-405.2047  and  §§  405.2049- 
405.2054,  reading  as  follows : 

Principles  of  Reimbursement  for  Cost- 
Basis  HMD’s  Under  TItle  XVILL 

§  405.2040  Reimbursement  of  cost-basis 
HMO’s— introduction. 

(a)  A  developing  HMD,  or  a  mature 
HMD  that  elects  to  be  reim’oursed  on  a 
cost  basis  (see  §  405.2001(b)  for  defini¬ 
tions  of  mature  and  developing  HMD’s) , 
is  paid  the  “reasonable  cost”  of  the 
covered  services  it  furnishes  to  its  en- 
rollees  who  are  beneficiaries  under  title 
XVm  of  the  Act.  ’The  principles  of  reim¬ 
bursement  and  guidelines  to  be  used  in 
determining  the  reasonable  costs  of  such 
HMD’s  are  set  forth  in  §§405.2041 
through  405.2047.  Since  the  law  con¬ 
templates  that  only  those  costs  which 
are  allowable  rnder  title  XVlIi  of  the 
Act  generally  may  be  recognized  as  al¬ 
lowable  HMD  costs,  the  principles  and 
related  policies  in  §§  405.2041  through 
405.2044  are  based,  in  large  piart,  on  the 
principles  of  reimbursement  for  provider 
costs  (see  Subpart  D  of  this  pert) . 

(b)  ’The  principles  governing  cost  re¬ 
imbursement  to  HMD’s  offer  certain 
alternatives  and  options  to  HMD’s  in 
order  to  reflect  the  variation  in  opera¬ 
tions  among  HMD’s.  For  example,  in 
§  405.2043(h)  the  principles  applicable  to 
developing  HMD’s  allow  time  for  those 
that  do  not  already  have  the  capability 
of  reporting  statistical  and  financial  data 
by  departments  or  functional  service  cen¬ 
ters  to  meet  this  requirement.  ’The  prin¬ 
ciples  governing  cost  reimbursement  to 
HMD’s  also  take  into  account  the  special 
nature  of  the  HMD  by  recognizing  costs 
of  marketing,  enrollment,  and  certain 
other  costs  that  are  unique  to  the  HMD 
form  of  health  care  delivery. 

§  405.2041  Cost  reimbursement — gen¬ 
eral. 

(a)  ’The  costs  incurred  by  the  HMD  in 
providing  services  covered  xmder  the  hos¬ 
pital  insurance  program  and  supple¬ 
mentary  medical  insurance  program  are 
reimbursable  If  proper  mid  necessary. 


reasonable  in  amount,  and  appropriately 
apportioned  among  enroUees  who  are 
title  XVm  beneficiaries,  other  enroUees, 
and  nonenroUed  patients  of  Uie  HMD. 
ImpUcit  in  the  intention  that  the  amount 
paid  be  reasonable  is  the  expectation 
that  each  HMD  will  seek  to  minimize 
the  costs  that  it  incurs  in  furnishing  this 
care  so  that  its  actual  costs  wiU  not  ex¬ 
ceed  what  a  prudent  and  cost-conscious 
buyer  would  incur  in  furnishing  such 
care. 

(b)  In  formulating  methods  for  mak¬ 
ing  fair  and  equitable  reimbursements 
to  HMD’s  for  services  rendered  to  title 
XVin  beneficiaries  who  are  enroUed  in 
such  organizations,  the  cost  reimburse¬ 
ment  principles  set  forth  in  paragraphs 
(a)  and  (b)  of  §  405.402  shall  apply.  In 
evaluating  the  reasonableness  of  costs, 
for  a  cost-basis  HMD,  the  Social  Secur¬ 
ity  Administration  (hereafter  referred 
to  as  SSA)  shaU  also  take  into  account 
the  HMD’s  per  capita  incurred  costs  for 
providing  covered  services  to  enroUees 
who  are  title  XVlll  beneficiaries  in  rela¬ 
tion  to  the  adjusted  average  per  capita 
cost  as  described  in  section  1876(a)(3) 
(A)  (iv)  of  the  Act  for  the  geographic 
area  served  by  the  HMD,  or  a  similar 
area.  In  such  cases,  the  adjusted  aver¬ 
age  per  capita  cost  shaU  be  used  as  a 
general  guideline  to  evaluate  the  reason¬ 
ableness  of  HMD  costs  rather  than  a 
strict  reimbursement  limitation  as  is  the 
case  with  risk-basis  HMD’s  (see  §  405.- 
2051). 

(c)  SSA  shall  determine  an  Interim 
per  capita  cost  rate  of  payment  in  ac¬ 
cordance  with  §  405.2045  which  shall  be 
paid  to  the  HMD  each  month,  in  ad¬ 
vance,  for  each  title  XVIU  beneficiary 
enrolled  with  the  HMD  for  which  the 
health  Insurance  program  is  responsible 
for  making  such  a  pajment  pursuant  to 
this  subpart.  SSA  shall  adjust  the  in¬ 
terim  per  capita  rate  to  the  extent  neces¬ 
sary,  as  provided  in  §  405.2045(c).  In¬ 
terim  payments  shall  be  subject  to  retro¬ 
active  a^ustment  at  the  end  of  each 
contract  period  as  provided  in  |§  405.- 
2046  and  405.2047.  In  determining  the 
amount  due  the  HMD,  there  shall  be 
deducted  from  the  reasonable  cost  actu¬ 
ally  incurred  by  the  HMD,  for  covered 
services  furnished  title  XVm  benefi¬ 
ciaries  enrolled  with  the  HMD,  an 
amount  equal  to  the  actuarial  value  of 
the  deductible  and  coinsurance  amoimts 
which  would  otherwise  be  applicable  to 
the  covered  services  for  which  payment 
is  being  made  if  the  title  XVIH  bene¬ 
ficiaries  who  received  the  services  had 
not  been  enrolled  in  the  HMD. 

(d)  An  HMD  may  elect  to  have  pro¬ 
viders  of  services  that  furnish  covered 
services  to  enroUees  who  are  title  XVIH 
beneficiaries,  obtain  reimbursement 
directly  from  their  health  insurance  pro¬ 
gram.  ’The  election,  which  is  binding  for 
the  entire  contiwet  period,  must  be 
made  in  writing  to  SSA  prior  to  the  be¬ 
ginning  of  the  contract  period.  When 
the  HMD  makes  the  election,  the  pro¬ 
viders  are  each  paid  the  reasonable  cost 
of  covered  services  they  furnish  enroUees 
of  the  organization  in  accordance  with 


KOEJIAL  KEGISTER,  VOL.  41,  NO.  217— TUESDAY,  NOVEMBER  9,  1976 


49596 


RULES  AND  REGULATIONS 


principles  of  reimbursement  for  provider 
costs  in  Subpart  D  of  this  part  and  the 
amount  of  such  reimbursement  will  not 
be  included  in  payments  made  to  the 
HMO. 

§  405.2042  Allowable  costs. 

(a)  General.  Allowable  costs  are  those 
direct  and  indirect  costs,  including 
normal  standby  costs,  which  are  incurred 
by  the  HMO  and  are  proper  and  neces¬ 
sary  to  the  efficient  delivery  by  the  HMO 
of  needed  health  care.  Such  costs  in¬ 
clude  those  related  to  the  care  of  bene¬ 
ficiaries  under  title  XV HI,  enrollment, 
membership,  and  similar  costs  that  are 
proper  and  necessary  to  the  HMO  plan 
operations.  The  treatment  of  certain 
items  of  costs  following,  in  essence,  the 
principles  of  reimbursement  for  prouder 
costs  is  discussed  in  paragraph  (b)  of 
this  section.  The  treatment  of  other 
items  of  cost  is  described  in  paragraphs 
(c)  through  (i)  of  this  section. 

(b)  Provider  cost  reimbursement  prin¬ 
ciples  applicable  to  HMO’s.  The  types  and 
items  of  cost  generally  incurred  by  pro¬ 
viders  of  services  that  are  allowable  un¬ 
der  the  principles  of  reimbursement  for 
provider  costs  (see  Subpart  D  of  this 
part) ,  including  the  following  items,  are 
sdlowable  when  incurred  by  an  HMO  or 
by  providers  of  services  and  other  facili¬ 
ties  owned  or  operated  by  the  HMO 
through  which  covered  care  is  furnished 
to  the  HMO’s  enrollees  who  are  title 
XVUI  beneficiaries,  imless  otherwise 
specified  in  this  subpart: 

(1)  Depreciation.  An  appropriate  al¬ 
lowance  for  depreciation  on  buildings 
and  equipment  is  an  allowable  expense. 
The  HMO  shall  follow  the  provisions  of 
§§  405.415,  405.417,  and  405.418. 

(2)  Interest  expense.  Necessary  and 
proper  interest  on  both  current  and 
capital  Indebtedness  is  an  allowable  ex¬ 
pense  in  accordance  with  g  405.419. 

(3)  Bad  debts.  Bad  debts  are  deduc¬ 
tions  from  revenue  and  are  not  to  be  in¬ 
cluded  in  allowable  costs;  however,  bad 
debts  attributable  to  deductible  and  co- 
insTirance  amoimts  for  Part  A  and  Part  B 
covered  services  for  which  tiie  beneficiary 
is  Uable  in  a  contract  period  pursuant  to 
§  405.2022(b)  are  reimbursable  under  the 
health  insurance  program  in  ac(iordance 
with  the  provisions  of  §  405.420. 

(i)  When  deductible  and  coinsurance 
amounts  are  paid  by  all  or  a  portion  of  a 
monthly  premium,  or  other  periodic 
amount,  the  amount  of  allowable  bad 
debts  for  an  enrollee  who  is  a  title  XV  lU 
beneficiary  for  a  contract  period  shall 
be  limited  to  an  amoimt  not  to  exceed 
three  times  the  monthly  rate  for  the 
actuarial  value  of  the  deductible  and 
coinsurance  amounts,  or  its  equivalent 
if  the  periodic  charge  or  premiiun  is 
payable  on  other  than  a  monthly  basis. 

(ii)  Any  bad  debt  related  to  a  service 
furnished  to  an  enrollee  of  the  HMO 
who  is  a  title  XVm  beneficiary  and 
claimed  on  a  cost  report  submitted  for 
reimbursement  under  title  XVHi  of  the 
Act  by  a  provider  of  services,  or  other 
facility  reimbursed  on  a  cost  basis,  may 
not  be  claimed  as  a  bad  debt  by  the  HMO. 

(4)  Charity  and  courtesy  allovMnces. 
Charity  and  courtesy  allowances  are  de¬ 


ductions  from  revenue  and  are  not  to  be 
included  in  allowable  costs  in  accord¬ 
ance  with  §  405.420. 

(5)  Cost  of  educational  activities.  An 
appropriate  part  of  the  net  cost  of  ap¬ 
proved  educational  activities  engaged  in 
by  a  provider  of  services  or  other  health 
care  facility  owned  or  operated  by 
the  HMO  is  an  allowable  cost  in  accord¬ 
ance  with  §405.421. 

(6)  Research  costs.  Cost  inciured  for 
research  purposes,  over  and  above  usual 
patient  care,  in  accordance  with 
§  405.422,  are  not  includable  in  allowable 
costs  of  the  HMO. 

(7)  Grants,  gifts,  and  income  from 
endowments.  Grants,  gifts,  and  Income 
from  endowments  are  treated  in  accord¬ 
ance  with  §  405.423. 

(8)  Value  of  services  of  nonpaid  work¬ 
ers.  The  value  of  services  of  certain  non¬ 
paid  workers  is  an  allowable  cost  in 
accordance  with  §  405.424. 

(9)  Purchase  discounts  and  allow¬ 
ances  and  refunds  of  expenses.  Discoimts 
and  allowances  received  on  purchases  of 
goods  and  services  are  reductions  of  the 
HMO’s  costs  to  which  they  relate.  Sim¬ 
ilarly,  refimds  of  previous  expense  pay¬ 
ments  are  reductions  of  the  related  ex¬ 
pense  in  accordance  with  §  405.425. 

(10)  Compensation  of  owners.  A  rea¬ 
sonable  allowance  of  compensation  for 
services  of  owners  is  an  allowable  cost 
provided  that  the  services  are  actually 
performed  in  a  necessary  function  in  ac¬ 
cordance  with  g  405.426. 

(11)  Cost  to  related  organizations. 
Costs  applicable  to  services,  fMilitles, 
and  supplies  furnished  to  the  HMO  by 
organi^tions  related  to  the  HMO  by 
commcm  ownership  or  control  are 
includable  in  the  allowable  cost  of  the 
HMO  at  the  cost  to  the  related  orga¬ 
nization.  However,  such  cost  must  not 
exceed  the  price  of  comparable  services, 
facilities,  or  supplies  which  would  be  paid 
by  a  prudent  buyer  purchasing  elsewhere. 
’The  provisions  of  i  405.427  are  applica¬ 
ble  to  HMO’s;  however,  in  applying  those 
provisions  to  HMO’s,  a  provider  of  serv¬ 
ices,  medical  group,  or  other  facility  or 
supplier  is  not  deemed  a  related  organi¬ 
zation  solely  because  of  a  risk-sharing 
or  incentive  agreement  with  an  HMO 
for  reimbursement  or  compensation  for 
services  furnished  HMO  enrollees,  or 
solely  because  substantially  all  services 
furnished  by  the  provider  or  supplier  are 
furnished  enrollees  of  the  HMO.  How¬ 
ever,  sucdi  an  economically  dependent 
organization  and  the  HMO  shall  be  con¬ 
sidered  related  if  one  of  them  clearly 
exercises  significant  management  or 
ownership  influence  or  control  over  the 
other. 

(12)  Return  on  equity  capital  of  pro¬ 
prietary  providers  owned  by  the  HMO. 
An  allowance  for  a  reasonable  return  on 
equity  capital  Invested  and  used  in  the 
provision  of  patient  care  is  allowable  as 
an  element  of  the  reasonable  cost  of  cov¬ 
ered  services  furnished  by  a  proprietary 
provider  of  services  owned  by  an  HMO 
in  accordance  with  g  405.429. 

(13)  Limitation  on  Federal  participa¬ 
tion  for  capital  expenditures.  Section 
1122  of  the  Social  Security  Act  prohibits 
the  use  of  Federal  funds  to  support  cer¬ 


tain  capital  expenditures  made  by  or  on 
b^ialf  of  HMO’s  (or  health  care  facil¬ 
ities)  that  are  determined  to  be  incon¬ 
sistent  with  State  or  local  health  facility 
planning  requirements.  HMO’s  are  sub¬ 
ject  to  the  provisions  of  section  1122  in 
accordance  with  the  principles  in 
§§  405.402,  405.415,  405.419,  405.429,  and 
405.435. 

(14)  Title  XVIII  limitations  on  reim¬ 
bursement.  (i)  Unless  otherwise  specified 
in  this  subpart,  the  relmbiursement  lim¬ 
itations  imposed  on  the  amoimts  pas^le 
to  providers  of  services  and  other  health 
care  facilities  under  section  1861  (v)  of 
the  Social  Security  Act  apply  to  the 
amount  payable  by  the  health  insurance 
program  for  covered  services  furnished 
by  providers  of  services  or  other  health 
care  facilities  that  are  owned  or  operated 
by  a  cost-basis  HMO  or  are  related  to 
the  cost-basis  HMO  by  common  owner¬ 
ship  or  control,  and  for  services  fur¬ 
nished  by  providers  of  services  or  other 
health  care  facilities  that  are  reimbursed 
on  a  reasonable-cost  basis.  The  reim¬ 
bursement  limitations  applicable  to  cost- 
basis  HMO’s  include,  but  are  not  neces¬ 
sarily  limited  to,  the  following: 

(a)  The  cost  of  treatment  for  chronic 
renal  disease  (§  405.402(g)  and  §  405.- 
502(e)); 

(b)  ’Ihe  limitation  on  coverage  of  costs 
set  forth  in  g  405.460; 

(c)  The  reasonable  cost  of  physical 
and  other  therapy  services  furr^hed 
under  arrangements  (§405.432); 

(d)  The  allowable  cost  for  drugs  under 
g  405.433. 

(il)  The  limitation  on  health  Insur¬ 
ance  program  payment  to  the  lesser  of 
the  reasonable  cost  or  customary  charges 
for  covered  services  (g  405.455)  does  not 
apply  with  respect  to  services  furnished 
to  an  HMO’s  enrollees  who  are  title 
XVin  beneficiaries  by  a  provider  of  serv¬ 
ices  or  other  health  care  facility  owned  or 
operated  by  the  HMO  or  related  to  the 
HMO  by  common  ownership  or  control. 

(c)  Enrollment  and  marketing  costs — 
(1)  Principle.  Enrollment  and  marketing 
costs  incurred  in  accordance  with 
§  405.2023  are  allowable  costs.  (See 
g  405.2043(f)  and  §  405.2044.) 

(2)  Definition.  Allowable  enrollment 
and  marketing  costs  are  those  necessary 
and  proper  costs  Incurred  in  offering  the 
HMO’s  plant  to  potential  enrollees  in  ac¬ 
cordance  with  this  subpart.  Such  costs 
include  selling,  advertising,  promotional, 
and  other  marketing  costs  and  may  not 
exceed  an  amount  that  would  be  in¬ 
curred  by  a  prudent  and  cost-conscious 
management. 

(3)  Application.  Membership  costs,  de¬ 
scribed  in  paragraph  (e)  of  this  section, 
are  not  included  in  enrollmait  and  mar¬ 
keting  costs.  Enrollment  and  marketing 
costs  are  allowable,  whether  incurred  di¬ 
rectly  by  HMO  staff  or  under  contract 
with  marketing  specialists  or  other  out¬ 
side  consultants. 

(4)  Enrollment  and  marketing  costs 
reimbursement  limitation.  The  relatively 
higher  costs  that  a  developing  HMO  is 
likely  to  incur  in  offering  its  plan  to  title 
XVm  beneficiaries  and  that  a  mature 
HMO  is  likely  to  incur  in  (nittAiiy  offering 
its  plan  to  title  XVm  beneficitudes  are 
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taken  into  account  in  determining 
whether  enrollment  and  marketing  costs 
are  I'easonable  in  amount.  However,  if 
such  costs  exceed  amounts  which  would 
be  paid  by  prudent  HMO  management, 
the  excess  shall  not  be  allowed. 

<dt  Reinsurance.  (1)  The  health  in¬ 
surance  program's  share  of  reasonable 
costs  for  reinsurance  (i.e.,  protection 
against  all  or  part  of  tlje  financial  risk 
that  the  HMO  is  obligated  to  assume 
under  its  subscriber  agreement  with  en- 
rollees  who  are  title  XVHI  beneficiaries* 
is  allowable  to  the  extent  that  the  HMO 
incurs  reinsurance  costs  for: 

(i>  Covered  emergency  services 
( §  405.2005(a)  (3)  (1) )  furnished  outside 
the  HMO's  service  area  (§  405.2005(a) 
(1) ), 

(ii)  Covered  urgently  needed  services 
(§  405.2005(a)  (3)  (ii) )  furnished  outside 
the  HMO’s  enrollment  area  (§  405.2005 
( a '  ( 1  > ) ,  and 

(iii)  Other  covered  items  and  services 
furnished  outside  the  HMO’s  enrollment 
area  through  arrangements  (§  405.2005 
(a) (2)). 

(2)  If  the  actual  cost  of  reinsurance 
cannot  be  readily  determined  for  the 
covered  items  or  services,  which  are 
siJecified  in  paragraph  (d)  (1)  of  this 
section  and  are  furnished  to  enrollees 
who  are  title  XVm  beneficiaries,  a  rea¬ 
sonable  estimate  may  be  used. 

(3)  When  the  HMO’s  reinsurance  cov¬ 
ers  only  part  of  the  cost  of  such  covered 
services  described  in  paragraph  (d)(1) 
of  this  section,  the  share  to  be  borne  by 
the  health  insurance  program  for  the 
cost  of  these  covered  services,  including 
reinsurance  cost  and  other  payments, 
shall  not  exceed  the  amount  Uiat  would 
otherwise  be  paid  under  this  subpart. 
Other  reinsurance  costs  are  not  al¬ 
lowable. 

(e)  Membership  costs — (1)  Principle. 
Membership  costs  are  allowable  (see 
$§  405.2043(f)  and  405.2044(e)  on  cost 
apportionment  and  cost  finding) . 

(2)  Definition.  Membership  costs  are 
allowable  if  incurred  in  maintaining  and 
servicing  subscriber  contracts  for  pre¬ 
payment  enrollees.  Membership  costs  in¬ 
clude,  but  are  not  limited  to:  reasonable 
costs  incurred  in  connection  with  main¬ 
taining  statistical,  financial,  and  other 
data  on  members. 

(3*  Application.  For  health  insurance 
program  purposes,  membership  costs 
shall  not  be  included  with  allowable  en¬ 
rollment  and  marketing  costs  or  with 
costs  described  in  paragraph  (i)  of  this 
.section. 

(f)  Physician  compensation — (1)  Prin¬ 
ciple.  Compensation  paid  by  an  HMO  to 
physicians  is  an  afiowable  cost  to  the 
extent  that  such  compensation  is  com¬ 
mensurate  with  the  compensation  paid 
for  similar  services  performed  by  similar 
physicians  practicing  in  the  same  or 
similar  locality.  To  the  extent  such  com¬ 
pensation  cost  is  in  excess  of  what  is  nor¬ 
mally  incurred,  the  excess  is  not  an  al¬ 
lowable  cost. 

( 2  >  Application.  Compensation  for  the 
personal  services  of  physicians  (i.e.,  sal¬ 
aries,  wages,  incentive  payments,  fringe 
benefits,  etc.)  shall  be  distinguished  from 


payments  to  physicians  for  nonpersonal 
seiwices  (i.e.,  expense  attributable  to  fa¬ 
cilities.  equipment,  support  personnel, 
supplies,  etc.)  in  determining  whether 
compensation  is  allowable.  Physicians 
influence  the  management  of  an  HMO 
to  a  very  significant  degree,  and,  there¬ 
fore,  directly  affect  the  costs  of  services 
and  the  financial  status  of  an  HMO. 
Their  compensation  may  take  various 
forms,  but  it  is  intended  that  the 
aggregate  compensation  allowable  be 
reasonable  in  relation  to  the  services  per¬ 
sonally  rendered.  Reasonableness  of 
compensation  may  be  determined  by 
reference  to,  or  in  comparison  with,  com¬ 
pensation  paid  for  comparable  services 
and  re.sponsibilities. 

(g)  Physicians’  services  under  ar¬ 
rangements.  (1)  The  amount  paid  by  an 
HMO  to  a  physician  group  (organized  on 
a  group-practice  or  individual-practice 
basis)  for  physicians’  services,  and  for 
other  covered  Part  B  services  furnished 
under  arrangements  )as  described  in 
3  405.2006) ,  shall  be  an  allowable  expense 
to  the  extent  it  is  reasonable.  (2)  The 
amount  paid  by  an  HMO  on  a  fee-for- 
service  basis  to  physicians  and  other 
suppliers  and  to  a  physician  group  or¬ 
ganized  on  an  individual-practice  basis 
for  physicians’  services  and  other  cov¬ 
ered  Part  B  services  furnished  under  ar¬ 
rangements  (as  described  in  §  405.2006) 
shall  be  an  allowable  expense  to  the  ex¬ 
tent  it  is  not  in  excess  of  the  reasonable 
charges,  as  defined  in  Subpart  E  of  this 
part.  Therefore,  payment  is  limited  to 
the  amount  that  would  otherwise  be  paid 
if  the  services  were  furnished  by  the 
physician  group  (or  by  similar  physi¬ 
cians.  practitioners,  or  suppliers)  to  title 
XVni  beneficiaries  who  are  not  enrolled 
in  the  HMO  (exclusive  of  services  fur¬ 
nished  by  group-practice  prepayment 
plans  electing  cost  reimbursement,  and 
certain  sei’vices  furnished  by,  or  under 
arrangements  made  by,  a  provider  of 
services) ,  The  same  limitation  shall  also 
apply  to  the  amount  paid  by  the  HMO 
for  such  covered  services  furnished  un¬ 
der  arrangements  with  a  physician,  phy¬ 
sician-directed  clinic,  or  a  supplier  of 
services. 

(3)  However,  an  exception  to  the 
reasonable  charges  limitation  described 
in  paragraph  (g)  (2)  of  this  section  shall 
be  permitted,  if  the  HMO  demonstrates 
to  the  satisfaction  of  SSA  that  the  physi¬ 
cian  group  organized  on  an  individual- 
practice  basis  has  an  agreement  that  in¬ 
cludes  acceptance  by  the  members  of  the 
physician  group  of  effective  incentives, 
such  as  risk-sharing  or  other  financial 
incentives,  designed  to  avoid  unnecessary 
or  unduly  costly  utilization  of  health 
services.  In  such  cases,  the  amount  of 
physician  compensation  paid  by  an  HMO 
shall  be  an  allowable  expense  to  the 
extent  it  is  reasonable. 

(h)  Provider  services  through  ar¬ 
rangements.  The  cost  incurred  by  an 
HMO  for  covered  services  furnished  by  a 
provider  through  arrangements  (see 
§S  405.2006  and  405.2043(b) )  shall  be  al¬ 
lowable  to  the  extent  that  such  cost 
would  be  allowable  and  reimbursable  pur¬ 
suant  to  Subpart  D  of  this  part,  unless 


the  HMO  can  demonstrate  to  the  satis¬ 
faction  of  SSA  that  payment  in  excess 
of  the  reasonable  cost  allowed  pursuant 
to  such  Subpart  D  of  this  part  is  justified 
on  the  basis  of  advantages  gained  by  the 
HMO.  For  example,  if  an  HMO  has  an 
arrangement  with  a  provider  of  services 
located  outside  the  HMO’s  enrollment 
ai'ea  that  is  not  related  to  the  HMO  by 
common  ownership  or  control,  payment 
for  the  provider’s  charges  to  the  HMO  for 
covered  services  (rather  than  the  pro¬ 
vider’s  reasonable  cost  as  determined 
under  Subpart  D  of  this  part)  may  be 
justified  if :  The  provider  furnishes  serv¬ 
ices  to  enrollees  of  the  HMO  on  an  in¬ 
frequent  basis;  the  charges  represent  an 
insignificant  amount  of  total  reimburse¬ 
ment  to  the  HMO  by  the  program;  and 
the  charges  do  not  exceed  the  customary 
charges  by  the  provider  to  its  other  pa¬ 
tients  for  similar  services.  The  advan¬ 
tages  gained  under  this  arrangement  in¬ 
clude  a  more  timely  final  settlement  with 
the  HMO  and  the  elimination  of  adminis¬ 
trative  costs  necessary  to  determine  the 
provider’s  reasonable  cost  for  these  serv¬ 
ices.  An  advantage  gained  shall  represent 
a  real  and  tangible  benefit  received  by 
the  HMO  for  the  excess  cost  incurred. 
Any  such  excess  payment  shall  also  be 
subject  to  other  applicable  requirements 
of  this  part  405,  including  tests  of  reason¬ 
ableness. 

(i)  Special  title  XVIII  program  re¬ 
quirements.  (1)  The  total  reasonable  cost 
incurred  by  an  HMO  for  services  specified 
in  this  pai*agraph,  which  are  solely  for 
the  purposes  of  the  health  insurance 
program  and  unique  to  the  health  in¬ 
surance  program’s  HMO  provision,  shall 
be  reimbursed  in  full  by  the  program. 
However,  in  reimbursing  for  the  cost 
specified  in  this  paragraph  for  an  in¬ 
dependently  certified  cost  report,  only 
those  additional  costs  incurred  by  an 
HMO  that  are  related  to  the  certification 
of  the  HMO’s  cost  report  are  reimburs¬ 
able  in  full  by  the  program.  ’The  normal 
administrative  costs  incurred  by  the 
HMO  in  obtaining  reimbursement  from 
the  health  insurance  program  (such  as 
the  cost  of  maintaining  and  reporting 
statistical  and  actuarial  data  needed  to 
determined  the  amount  of  reimbursement 
due  the  HMO  and  the  cost  of  preparing 
cost  reports)  are  apportioned  to  the 
health  insurance  program  (see  §  405.- 
2043(f) ) .  The  reasonable  cost  of  prepar¬ 
ing  independently  certified  financial 
statements  for  the  HMO  and  the  reason¬ 
able  cost  of  other  HMO  management 
services  are  also  apportioned  in  accord¬ 
ance  with  §  405.2043(f) .  Costs  that  are 
reimbursable  in  full  under  this  para- 
gx-aph  shall  be  separately  budgeted  and 
approved  in  advance  of  the  contract  pe¬ 
riod.  The  following  costs  shall  be  reim¬ 
bursed  in  full  as  specified  in  this  para¬ 
graph. 

(i)  The  reasonable  cost  of  reporting 
individual  title  XVHI  beneficiary  enroll¬ 
ment  accretion  and  deletion  data;  and 

(ii)  the  reasonable  cost  incurred 
solely  for  the  purposes  of  title  XVin  for 
the  HMO’s  independently  certified  cost 
report  described  in  $  405.2047  (b)  for  cost- 
basis  HMO’s  and  in  §  405.2054(b)  for 
risk-basis  HMO’s. 
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( 2 )  The  total  reasonable  cost  of  special 
data  required  from  HMO’s  by  the  health 
insurance  program  solely  for  program 
evaluation  and  planning  purposes  shall 
be  reimbursed  in  full  by  the  program  xm- 
der  the  requirements  of  paragraph  (i) 

(1)  of  this  section.  Except  as  specifically 
provided  for,  paragraph  (i)(l)  of  this 
section  shall  not  apply  to  data  the  HMO 
is  required  to  maintain  and  furnish  SSA 
under  any  other  provision  of  this  sub- 
part. 

§  -M)3.2043  Co!<l  apportionment. 

^a)  General.  Total  allowable  direct 
and  indirect  costs  of  an  HMO  shall  be 
apportioned  among  title  XVIII  benefi¬ 
ciaries  who  are  enrolled  in  the  HMO, 
other  enrollees,  and  any  nonenrolled  pa¬ 
tients  of  the  HMO.  This  apportionment 
shall  be  accomplished  on  the  basis  of  re- 
quu'ements  set  forth  in  this  section  using 
methodologies  approved  by  SSA.  (See 
§  405.2042 (i)  for  reimbursement  of  costs 
incun-ed  in  meeting  special  title  XVIII 
program  requirements.)  The  two  basic 
objectives  of  this  apportionment  are  that, 
to  the  extent  reasonably  possible,  (1)  the 
costs  of  efiBciently  delivering  covered  care 
to  enrollees  who  are  title  XVIII  benefi- 
caries  will  not  be  borne  by  other  enrollees, 
and  by  any  nonenrolled  patients  of  the 
HMO,  and  (2)  the  costs  of  delivering 
care  to  enrollees  other  than  enrollees  who 
are  title  XVIU  beneficiaries  and  any 
nonenrolled  patients  will  not  be  borne 
by  the  health  insurance  program  under 
section  1876  of  the  Act.  (The  HMO  shall 
be  reimbursed  for  covered  services  fur¬ 
nished  to  title  XVIU  beneficiaries  not 
enrolled  in  the  HMO  through  the  HMO’s 
health  insurance  program  fiscal  inter¬ 
mediary  or  carrier,  as  appropriate.) 

(b)  Methods  of  ajyportionment  for  “pro¬ 
vider  services — (1)  Provider  services  fur¬ 
nished  directly  by  the  HMO.  The  method 
of  apportionment  required  by  §§  405.452, 
405.453,  and  405.480  shall  be  used  to  de¬ 
termine  the  share  to  be  borne  by  the 
health  insurance  prc^ram  for  the  cost 
of  covered  services  furnished  to  enrollees 
who  are  title  XVIU  beneficiaries,  directly 
by  the  HMO  through  a  “provider  of  serv¬ 
ices’’  (as  defined  in  §  405.401)  which  is 
owned  or  operated  by  the  HMO,  or  re¬ 
lated  to  the  HMO  by  comm<m  ownership 
or  control  (see  §  405.2044(c)  for  cost¬ 
finding  requirements). 

(2)  Provider  services  furnished  by  the 
HMO  through  arrangements  “With  others. 
The  share  to  be  borne  by  the  health  in¬ 
surance  program  for  covered  services  fur¬ 
nished  to  enrollees  who  are  title  XVIU 
beneficiaries,  by  the  HMO  through  ar¬ 
rangements  with  a  provider  of  services 
which  is  not  owned  or  operated  by  the 
HMO,  or  related  to  the  HMO  by  common 
ownership  or  control,  shall  be  determined 
as  foUow’s; 

(i)  The  share  to  be  borne  by  the  health 
insurance  program  for  covered  services 
furnished  to  enrollees  who  are  title 
XVIU  beneficiaries  by  the  provider  shall 
be  based  on  the  cost  the  HMO  pays  the 
provider,  pursuant  to  its  financial  ar¬ 
rangement  with  the  provider,  to  the  ex¬ 
tent  it  is  reasonable  and  subject  to  con¬ 
ditions  and  limitations  set  forth  in 


§  405.2042(a).  The  sliare  to  be  borne  by 
the  health  insurance  program  shall  be 
determined  on  the  same  approved  basis 
otherwise  used  by  the  provider  in  ap¬ 
portioning  the  health  insurance  pro¬ 
gram’s  share  of  allowable  costs  for  cov¬ 
ered  services  furnished  title  XVIU 
beneficiaries  that  are  not  enrollees  of 
the  HMO  subject  to  conditions  and  lim¬ 
itations  set  forth  in  §  405.2042(h) .  In  the 
event  that  apportionment  on  this  basis, 
because  of  the  special  nature  or  terms  of 
the  HMO’s  financial  arrangement  with 
the  provider,  would  result  in  the  health 
insurance  program’s  bearing  the  costs 
of  delivering  vCare  to  individuals  other 
than  enrollees  who  are  title  XVIU  bene¬ 
ficiaries,  the  apportionment  shall  be 
on  some  other  appropriate  basis  ap¬ 
proved  by  SSA,  intended  to  assure  that 
the  share  allocated  to  the  health  insur¬ 
ance  program  does  not  include  costs  of 
delivering  care  to  individuals  other 
than  enrollees  who  are  title  XVIU 
beneficiaries. 

(ii)  Where  the  HMO  elects  to  have 
providers  of  services  seek  reimbursement 
from  their  health  insmance  program  in¬ 
termediary  for  covered  services  furnished 
to  the  HMO’s  enrollees  who  are  title 
XVUI  beneficiaries,  the  share  to  be  borne 
by  the  health  insurance  program  for  cov¬ 
ered  services  shall  be  the  amount  paid 
the  provider  pursuant  to  §  405.2041(d). 

(3)  Emergency  services;  urgently 
needed  services  and  out-of-area  pro¬ 
vider  services  for  which  the  HMO  as¬ 
sumes  financial  responsibility.  Providers 
of  services  may  be  reimbursed  through 
their  health  insurance  program  inter¬ 
mediary  for  the  reasonable  cost  of  cov¬ 
ered  emergency  services  (as  defined  in 
§  405.2005(a)  (3)  (i) ) ,  urgently  needed 
services  (as  defined  in  §  405.2005(a)  (3) 
(ii)),  and  other  covered  out-of-area 
services  for  which  the  HMO  assumes 
financial  responsibility,  except  for  serv¬ 
ices  covered  under  reinsurance,  the  cost 
of  which  is  allowable  pursuant  to  §  405.- 
2042(d),  in  accordance  with  Subpart  D 
of  this  part.  The  amount  of  such  reim¬ 
bursement  will  not  be  included  in  pay¬ 
ments  made  to  the  HMO.  If  an  HMO 
pays  the  provider  of  services  for  emer¬ 
gency,  urgently  needed,  and  other  cov¬ 
ered  out-of-area  services,  the  cost  in¬ 
curred  by  the  HMO  shall  be  allowable 
and  reimbursable  under  Subpart  D  of 
this  part,  unless  the  HMO  can  demon¬ 
strate  to  the  satisfaction  of  SSA  that 
payment  in  excess  of  the  reasonable  cost 
allowed  imder  Subpai't  D  of  this  part  is 
justified  on  the  basis  of  advantages 
gained  by  the  HMO  as  described  in 
§  405.2042(h). 

(c)  Methods  of  apportionment  of  cov¬ 
ered  physicians’  services  and  other  cov¬ 
ered  Part  B  services  which  are  not 
provider  services — (1)  Medical  services 
furnished  directly  by  the  HMO.  The  total 
allowable  direct  and  indirect  costs  of 
covered  physicians’  services  and  other 
Part  B  services  not  furnished  through 
a  provider  of  services,  but  which  the 
HMO  ftumishes  directly  throxigh  physi¬ 
cians  and  other  health  care  personnel 
who  are  employees  tx  partners  of  the 
HMO,  or  by  a  group  of  physicians  or  by 


a  health  center  or  other  facility  which 
is  related  to  the  HMO  by  common  con¬ 
trol  or  ownership,  shall  be  appor¬ 
tioned  on  the  basis  of  the  ratio  of  covered 
Part  B  services  provided  to  enrollees  who 
are  title  XVm  beneficiaries  to  total  serv¬ 
ices  furnished  to  all  enrollees  of  the  HMO 
and  other  patients  on  a  departmental 
basis.  The  siun  of  the  apportioned  costs 
for  each  departipent  furnishing  covered 
services  is  the  total  share  of  the  medical 
costs  to  be  bonie  by  the  health  insurance 
program  (see  example  in  paragraph  (e) 
of  this  section  for  services  furnished 
directly) . 

(2)  Medical  services  furnished  under 
arrangements  by  the  HMO.  The  share  to 
be  borne  by  the  health  insurance  pro¬ 
gram  of  the  cost  of  covered  physicians’ 
services  and  other  Part  B  services  not 
furnished  through  a  provider  of  serv¬ 
ices,  but  which  the  HMO  furnishes  to  its 
enrollees  who  are  title  XVin  beneficiar¬ 
ies  under  arrangements  such  as  with  a 
group  of  physicians  (organized  on  a 
group -practice  or  individual-practice 
basis)  shall  be  determined  as  follows: 

(i)  The  share  to  be  borne  by  the  health 
insurance  program  for  covered  Part  B 
services  furnished  to  the  HMO’s  enroll¬ 
ees  w'ho  are  title  XVni  beneficiaries  un¬ 
der  an  ari*angement  whereby  the  HMO 
pays  for  the  services  on  some  basis  other 
than  fee-for-senrtee  shall  be  based  on 
the  cost  the  HMO  pays,  pursuant  to  its 
financial  arrangement  with  the  group  of 
physicians  or  suimlier,  to  the  extent  it 
is  reasonable.  The  share  to  be  borne  by 
the  health  insurance  program  imder  this 
arrangement  shall  be  determined  on  the 
basis  of  a  ratio  of  the  covered  services 
furnished  to  the  HMO’s  enrollees  who 
are  title  XVin  beneficiaries  to  total  serv¬ 
ices  furnished  to  the  HMO’s  enrollees  and 
other  patients  covered  by  the  payment, 
except  where  apportionment  on  this  basis 
would  result  in  the  health  insurance 
program’s  bearing  the  costs  of  delivering 
care  to  individuals  who  are  not  title 
XVIII  beneficiaries.  In  that  event,  ap¬ 
portionment  shall  be  on  some  other  ap¬ 
propriate  basis  approved  by  SSA  so  that 
the  share  allocated  to  the  health  insur¬ 
ance  program  does  not  include  costs  of 
delivering  care  to  individuals  who  are  not 
title  XVm  beneficiaries. 

(ii)  The  share  to  be  borne  by  the  health 
insurance  program  for  covered  Part  B 
services  furnished  by  the  HMO  to  its  en¬ 
rollees  who  are  title  XVIII  beneficiaries 
under  an  arrangement  whereby  the 
HMO  pays  for  the  services  on  a  fee-for- 
service  basis  shall  be  the  charges  pur¬ 
suant  to  the  terms  of  the  agreement  for 
these  covered  services  provided  these 
charges  do  not  exceed  the  reasonable 
charge  for  the  service,  as  defined  in  Sub- 
part  E  of  this  part.  However,  an  excep¬ 
tion  to  this  reasonable  charges  limita¬ 
tion  is  permitted  a  physician  group  or¬ 
ganized  on  an  individual-practice  basis 
that  meets  the  conditions  set  forth  in 
§  405.2042(g)  (3). 

(3)  Emergency  services,  urgently 
needed  services  and  other  covered  medi¬ 
cal  services  for  which  the  HMO  assumes 
financial  responsibility.  The  share  to  ^ 
borne  by  the  health  insurance  program 
for  covered  physicians’  services  and  other 
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covered  Part  B  services  which  are  not 
furnished  by  a  provider  of  services  and 
are  emergency  services  (as  defined  in 
$  405.2005(a)  (3)  (i).  urgently  needed 
services  (as  defined  in  §  405.2005(a)  (3) 
t  ii) ) ,  or  other  covered  services  for  which 
the  HMO  assumes  financial  responsibil¬ 
ity,  except  for  services  covered  under  re¬ 
insurance,  the  cost  of  which  is  allowable 
pursuant  to  §  405.2042(d),  shall  be  de¬ 
termined  in  accordance  with  paragrai^ 

(c)(2)  of  this  section,  unless  payment 
of  a  greater  amount  is  justified  to  the 
satisfaction  of  SSA.  For  example,  pay¬ 
ment  of  the  charges  of  a  physician  or 
other  Part  B  supplier  rather  than  rea¬ 
sonable  charge  for  the  service  as  defined 
in  Subpart  E  of  this  part  may  be  justified 
if ;  the  physician  or  other  Part  B  supplier 
furnishes  services  to  enrollees  of  the 
HMO  on  an  infrequent  basis;  such 
charges  represent  an  insignificant 
amount  of  total  reimbursement  to  the 
HMO  by  the  program;  and  such  charges 
do  not  exceed  the  amounts  charged  by 
such  physician  or  other  Part  B  supplier 
to  other  patients  for  similar  services. 

(d)  Weighting  for  services  of  physi¬ 
cians  and  other  health  care  personnel. 
(1)  Since  the  direct  professional  services 
of  physicians  and  other  health  care  per¬ 
sonnel  vary  in  time  and  complexity  from 
patient  to  patient,  depending  on  the  pa¬ 
tient’s  condition  and  other  factors,  the 
HMO  may  weight  for  time  and  com¬ 
plexity  the  services  that  are  used  to  com¬ 
pute  the  apportionment  of  costs  for  the 
direct  professional  services  of  physicians 
and  other  health  care  personnel  pursuant 
to  paragraph  (c)(1)  of  this  section  pro¬ 
vided  such  weighting  is  approved  by  SSA. 
The  HMO  may  use  statistics  or  reason¬ 
able  estimates  that  are  based  on  adequate 
data  acceptable  to  SSA.  However,  serv¬ 
ices  used  in  apportionment  ratios  for 
each  department,  i.e.,  services  furnished 
title  XVin  beneficiaries  who  are  enrolled 
in  the  HMO,  other  enrollees,  and  non¬ 
member  patients,  must  be  weighted  on 
the  same  basis  to  assure  an  equitable 
apportionment  of  costs. 

(2)  Such  weighting  shall  be  permitted, 
subject  to  the  payment  limitation  set 
forth  in  §  405.2042(g) ,  if  applicable,  in 
making  reimbursement  for  the  covered 
Part  B  professional  services  of  physi¬ 
cians  and  other  health  care  personnel 
furnished  vmder  arrangements  where 
apportionment  is  on  the  basis  of  services, 
pursuant  to  paragraph  (c)(2)(i)  of  this 
section,  provided  such  weighting  is  based 
on  statistics  or  adequate  data  acceptable 
to  SSA  and  all  services  used  in  the  ap¬ 
portionment  ratio  are  weighted  on  the 
same  basis.  Where  payment  for  such 
aiTanged-for  services  is  on  some  other 
basis,  time  and  complexity  shall  be  rec¬ 
ognized  subject  to  the  payment  limita¬ 
tion  in  §  405.2042(g),  if  applicable,  but 
only  to  the  extent  that  they  are  specific 
and  reasonable  elements  of  the  amount 
which  the  HMO,  pursuant  to  the  terms 
of  the  financial  agreement  with  the 
group  of  physicians,  has  agreed  to  pay 
for  such  services. 

(e)  Example.  The  following  example 
illustrates  the  apportionment  of  the  cost 
of  covered  Part  B  services  on  a  depart- 


ministrative  costs  have  been  distributed 
tod^rtments; 

mental  basis.  In  the  example,  the  follow¬ 
ing  assumptions  are  made: 

(1)  There  are  no  covered  services  fur¬ 
nished  in  the  following  departments: 
dental,  optical,  and  social  and  commu¬ 
nity  services; 


(f)  Method  of  apportionment  of  ad¬ 
ministrative  and  general  costs  of  the 
HMO  plan.  (1)  Enrollment,  marketing, 
membership,  and  other  administrative 
and  general  costs  of  the  HMO  plan  that 
benefit  the  total  enrolled  population  of 
the  HMO  and  which  are  not  directly  as¬ 
sociated  with  providing  medical  care  shall 
be  apportioned  on  the  basis  of  a  ratio  of 
enrollment  of  title  XVIII  beneficiaries  to 
the  total  HMO  enrollment. 

(2)  General  management  and  other 
administrative  and  general  costs  of  the 
HMO  plan  that  bear  a  significant  rela¬ 
tionship  to  services  furnished  by  the 
HMO  shall  be  included  in  the  overall 
costs  of  the  HMO.  These  costs  shall  be 
apportioned  on  the  basis  of  the  percent¬ 
age  of  the  HMO’s  total  costs  (excluding 
the  general  management  and  other  ad¬ 
ministrative  and  general  costs  of  the 
HMO  plan  to  be  apportioned)  that  have 
been  apportioned  to  the  health  insurance 
pix>gram  by  acceptable  methods  of  ap¬ 
portionment  set  forth  in  this  section. 

(g)  Example.  The  following  illustrates 
the  apportionment  of  the  general  man¬ 
agement  and  other  administrative  and 
general  costs  of  the  HMO  plan  that  bear 
a  substantial  relationship  to  services  fur¬ 
nished  by  the  HMO  (described  in  para¬ 
graph  (f)(2)  of  this  section) .  These  costs 
are  apportioned  on  the  basis  of  a  per¬ 
centage  of  costs  (excluding  the  general 
management  and  other  administrative 
and  general  costs  of  the  HMO  plan  to  be 
apportioned)  already  apportioned  to  the 
health  insurance  program  by  acceptable 
apportionment  methods.  These  accepta¬ 
ble  apportionment  methods  are  set  forth 


(2)  Allocable  indirect  costs  (e.g.,  medi¬ 
cal  records  costs)  and  general  and  ad- 

(3)  Unallowable  costs  have  been  ex¬ 
cluded  (e.g.,  research  costs,  unallowable 
costs  related  to  capital  expenditures  (see 
S  405.2042(b)  (13))); 

(4)  Statistical  data  are  weighted  for 
time  and  complexity. 


in  paragraphs  (a)  through  (d)  of  this 
section  for  the  HMO’s  health  services 
delivery  components  (e.g.,  providers  of 
services  and  components  furnishing 
physicians’  services)  and  in  paragraph 
(f)  (1)  of  this  section  for  groupings  of 
HMO  plan  expense  (e.g.,  enrollment, 
marketing,  membership,  and  other  ad¬ 
ministrative  and  general  expense)  ap¬ 
portioned  on  the  basis  of  enrollment.  In 
the  example,  the  following  assumptions 
are  made; 


1.  Medical  service  compo¬ 
nents — direct  and  indirect 
cost: 

Medical  center  A _  $1,475,000 

Medical  center  B _  1, 500, 000 

Medical  center  C _  1,526,000 


$4,  500,  000 

2.  Provider  of  services  compo¬ 
nents — direct  and  indirect 
cost  _  2,  500, 000 


3.  Enrollment,  marketing, 
membership,  and  other  ad¬ 
ministrative  and  general 
costs  of  the  HMO  plan 
(not  directly  associated 
with  providing  medical 
caret  that  benefit  the  total 


enrolled  HMO  population.  300,  000 
4.  General  management  and 
other  administrative  and 
general  costs  of  the  HMO 
plan _  600,000 


5  Total _  $7,900,000 


6.  Total  enrollees _ * _  30,  000 

Enrollees  who  are  title 

XVin  beneficiaries _  3, 000 

Ratio  of  title  Xvni  to  total 
enrollees  (percent) _  10 


Erample:  Apportionment  of  allowable  cost  of  medical  services  furnished  direetly  by 

the  HMO 


I*epartment 

(1) 

Total 

allowable 

cost 

(2) 

Total 

services 

(3) 

Total  covered 
services  fumisherl 
enrollees  who  are 
title  XVin  bene- 
ficiiwies 

(4) 

I’eroent  of  covered 
services  furnished 
enrollees  who  are 
tieie  XVIII  bene¬ 
ficiaries 

(5) 

Apportioned  cost  of 
covered  services 
furnished  to 
enrollees  who  are 
title  XVIII  bene¬ 
ficiaries  (col. 

.5i:  col.  2) 

(6) 

.  I’rimarvcare . 

.  1  $7,50, 000 

I  100,000 

‘27,000 

‘27.00 

‘  $202,500 

;.  Laboratory . 

120,000 

75,000 

10,000 

2  13.33 

15,tHKi 

1.  X-rav . 

.50,000 

20,000 

2,800 

:  14.00 

7,000 

.  MentAj  health . 

100,000 

12,000 

1,000 

»8.33 

8,330 

Uental- . 

200,000 

20,000 

0  . 

6.  Optical*- . . 

7.  Sticia!  and  commu¬ 

nity . - . 


235,000 

20.000 


15,000 

10,000 


T..lal .  1,475,000 


233,  «26 


•  Knrollees  who  are  titled  XVTII  bencnciaries  received  27,000  part  B  covered  services.  For  the  100,000  total  services 
furnished,  the  primary  care  department  incurred  $750,000  total  allowable  costs.  The  following  illustrates  the  ap- 
(•ortioiunent  of  costs  for  the  primary  care  department: 

Ratio  of  total  covered  services  furnished  enrollees  who  are  title  XVIIl  Iteneficiaries  in  the  primary  care  department 
to  totai  st-rvices  (urnishefl  all  HMU  enrollees  and  other  patients  in  the  primary  earc  department; 

The  liealtli  insurance  program’s  sliare  of  tire  primary  care  department’s  costs  for  part  B  covered  services  furnislied 
title  XVm  beneficiaries  who  are  enrollees  of  tire  HMO;  the  total  allowable  costs  incurred  by  the  primary  care  de¬ 
triment  ($750,000)  *  the  ratio  (27.00  percent)  =$202,500  (see  line  1,  column  6). 

«  Calculations  not  shown.  See  footnote  1  of  this  e.iample  for  methodology. 
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7.  Apportionment  of  provider 

services  based  on  estab¬ 
lished  stepdown  and  cost 
finding  methods  (per¬ 
cent)  _  80 

8.  Statistical  data  meet  the 

conditions  for  weighting 
set  forth  in  paragraph  (d) 
of  this  section _  _ 

9.  Allocable  indirect  costs  (e  g., 

medical  records)  and  ad¬ 
ministrative  and  general 
expense  of  the  medical 
service  components  and 


<h)  Other  methods  of  allocation  and 
apportionment.  (1)  A  method  of  appor¬ 
tionment  or  basis  for  allocation  of  costs, 
other  than  the  methods  prescribed  in  this 
subpart,  may  be  used  provided  such 
method  results  in  a  more  accurate  and 
equitable  apportionment  of  allowable 
costs  and  is  justifiable  from  an  adminis¬ 
trative  and  cost  standpoint.  An  HMO 
that  desires  to  use  such  an  alternate 
method  must  submit  its  request  to  do  so 
to  SSA,  in  writing,  at  least  90  days  prior 
to  the  beginning  of  the  period  to  which 
the  different  method  or  basis  of  alloca¬ 
tion  is  to  be  used.  Once  having  obtained 
approval  from  SSA  to  use  a  different 
method  or  basis  of  allocation,  the  HMO 
may  not  revert  to  another  method  with¬ 
out  first  obtaining  the  approval  of  SSA. 

« 2 »  Where  a  developing  HMO  does  not 
have  the  capability  to  collect  the  statisti¬ 
cal  and  financial  data  required  to  appor¬ 
tion  allowable  costs  pursuant  to  the  re¬ 
quirements  set  forth  in  this  section,  it 
may,  after  first  obtaining  the  approval 
of  SSA,  use  another  method  for  appor¬ 
tioning  or  allocating  allowable  costs. 
However,  the  HMO  must  present  a  plan 
which  satisfies  SSA  that  it  will  have  the 
capability  necessary  to  collect  statistical 


provider  components  have 
been  distributed  to  the  de¬ 
partments  of  these  compo¬ 
nents  by  acceptable  cost 
finding  and  allocation 

methods  _ 

10.  Unallowable  costs,  includ¬ 
ing  administrative  and 
general  costs  applicable  to 
such  unallowable  costs, 
such  as  research  costs  and 
unallowable  costs  related 
to  capital  expenditures 
(see  M05.2042(b)  (13) ). 
have  been  excluded _ 


and  financial  data  to  apply  the  methods 
of  apportionment  required  by  this  sub¬ 
part  within  a  reasonable  period  of  time, 
not  to  exceed  two  contract  periods  after 
the  expiration  of  the  period  of  its  initial 
contract  with  SSA. 

§  403.2044  Adequate  financial  records, 
statistical  data,  and  <-ost  finding. 

(a)  HMO's  must  maintain  sufl&cient 
financial  records  and  statistical  data  for 
proper  determination  of  costs  payable  to 
the  HMO  pursuant  to  this  subpart  by 
the  health  insurance  program  for  the 
covered  services  furnished  by  the  HMO 
to  its  enrollees  who  are  title  XVIII  bene¬ 
ficiaries,  whether  furnished  directly  by 
the  HMO  or  under  arrangements  by  the 
HMO  with  others.  Unless  otherwise  pro¬ 
vided  for  in  this  subpart,  standardized 
definitions,  accounting,  statistics,  and  re¬ 
porting  practices  which  are  widely  ac¬ 
cepted  in  the  health  care  industry  shall 
be  followed. 

<b)  The  HMO  must  provide  adequate 
cost  and  statistical  data,  based  on  its 
financial  and  statistical  records,  which 
are  capable  of  verification  by  qualified 
auditors.  The  cost  data  must  be  based  on 
an  approved  method  of  cost  finding  and 


on  the  accrual  basis  of  accounting.  How¬ 
ever,  where  governmental  institutions 
operate  on  a  cash  basis  of  accounting, 
cost  data  based  on  such  basis  of  account¬ 
ing  will  be  acceptable,  subject  to  appro¬ 
priate  treatment  of  capital  expenditures. 

(c)  Where  the  services  of  providers  of 
services  are  furnished  directly  by  the 
HMO,  the  provider  of  services  is  subject 
to  the  cost-finding  and  cost-reporting  re¬ 
quirements  set  forth  in  Subpart  D  of  this 
part.  An  approved  cost-finding  method 
described  in  §  405.433  must  be  used  to  de¬ 
termine  the  actual  cost  of  covered  serv¬ 
ices  furnished  directly  by  the  HMO  dur¬ 
ing  its  reporting  period. 

(d)  Where  physicians’  and  other  Part 
B  medical  services  (not  furnished  by  a 
provider  of  services)  are  furnished  di¬ 
rectly  by  the  HMO,  the  statistical  and 
financial  data  for  such  services  shall  be 
reported  by  departments  (e.g.,  primary 
care,  laboratory.  X-ray) .  Statistics  shall 
be  furnished  that  indicate  the  frequency 
and  type  of  service  provided,  in  such 
form  and  detail  as  prescribed  by  SSA. 
Costs  allocable  to  more  than  one  depart¬ 
ment,  such  as  medical  records,  shall  be 
distributed  to  each  such  department  in 
proportion  to  the  benefits  received  by  the 
department.  Other  general  and  adminis¬ 
trative  costs  of  a  health  services  delivery 
component  of  the  HMO  which  cannot  be 
assigned  to  a  specific  department  shall 
be  allocated  on  the  basis  of  costs  already 
distributed  or  allocated  to  the  depart¬ 
ment. 

(e)  Where  physicians’  and  other  Part 
B  medical  services  (not  furnished  by  a 
provider  of  services)  are  furnished  by 
the  HMO  through  arrangements,  the 
HMO  shall  furnish  statistical,  financial, 
and  other  information  with  respect  to 
such  services  in  such  form  and  detail  as 
prescribed  by  SSA. 

(f)  Accurate  and  sufficient  detail  of 
incurred  costs,  enrollment,  and  statisti¬ 
cal  data  shall  be  maintained  in  financial 
and  other  records  and  shall  be  reported 
in  such  form  and  detail  as  required  by 
SSA.  In  the  case  of  a  separate  organiza¬ 
tion  or  department  that  performs  ad¬ 
ministrative  services,  such  as  centralized 
purchasing,  accoiinting,  data  processing, 
etc.,  that  bei^fit  the  HMO  and  the 
HMO’s  major  functional  components, 
such  as  a  hospital,  skilled  nursing  facil¬ 
ity,  or  other  activity  owned  by  the  HMO, 
these  costs  shall  be  allocated  or  dis¬ 
tributed  to  each  such  component  in  rea¬ 
sonable  proportion  to  the  benefits  re¬ 
ceived  by  the  component.  Other  allocable 
administrative  service  costs  that  cannot 
otherwise  be  distributed  shall  be  allo¬ 
cated  on  the  basis  of  cost  already  dis¬ 
tributed  or  allocated  to  the  component 
(see  §  405.2043(f)). 

§  403.2045  Interiiit  per  ciipha  payiiieiils. 

(a)  Principle  of  payment.  Each  month 
SSA  shall  pay,  in  advance,  to  the  HMO 
its  interim  per  capita  rate  of  payment 
for  each  individual  enrolled  in  the  HMO 
for  whom  the  health  insurance  program 
is  responsible  for  making  such  a  pay¬ 
ment  pursuant  to  §  405.2021.  Additional 
lump-sum  payments  may  be  made  at 
other  times  during  the  contract  period, 
at  the  discretion  of  SSA,  to  adjust  the 


Apportionment  of  administrative  and  g<  nernl  ro-sts  of  the  HMO  plan 


UMiI  ooimwiii'nls  ami  oxix-iiso  groupings 


(11 


1.  Medical  center  A . . 

2.  Medical  center  B . . 

3.  Medical  center  C . . — . . 

4.  Subtotal.- . . . 

5.  Provider  of  services . . . . 

fi.  .Subtotal . .  .  . 

7.  EiuoUincut,  marketing,  meiub*'rsliip,  and  other 
administrative  and  general  costs  that  Ixmefit  the 
total  enrolled  11  MO  (wpiilation . . 

s.  Total . .  - - - 

( icneral  managemeni  and  oilier  a<lminislralive  and 
general  costs . . . 


Total  lost 

(2) 

-Xpiiortioned  cost 
of  covered  services 
furnished  IIMO 
enrolli>es  who  are 
title  XVIll  1 

beneficiaries 

Cl) 

Percentage  of 
II.VIO  costs 
apiiortioned  for 
covered  services 
furnished  IIMO 
•nrollees  who  are 
title  XVIII 
la'iiefieiaries 

(4) 

$1,475,000 
1,  .500, 000 
1,  .52.5, 000 

>  $2;i;},  s2ii 
>240.000 
>  244,000 

1.5. 8.5 
10.00 
10.00 

4,  .500, 000 
2,500,000 

717,820  - 
=  7.50,000 

30.00 

7,000,000 

:100. 000 

5.10.000 

10.00 

7.:)00,000 

1,  l«<7,S2f 

*  20.  .52 

800,000 

» 123,120 

20.  52 

7,  >100.000 

l,«20,‘.'4fi  . 

'  .\piX)rtioned  on  the  basis  of  the  ratio  of  covered  part  B  s«>rvices  provided  to  enrollees  rvlio  are  titli“  XVlIf  bene¬ 
ficiaries  to  total  services  furuislied  to  all  enrollees  of  the  Il.MO  and  noneiuollees  on  a  deiiartmenlal  basis  (see  iiara- 
graphs  (c)  and  (e)  of  this  section).  ...  .  :  .  ,  , 

i  Appt^ioned  liy  acceptable  methods  of  apiiortionnient  set  forth  m  subiiart  1)  of  this  part  (see  paragraiih  (b)  of 

’  .\pportioned  on  the  basis  of  a  ratio  of  enrollment  of  title  X\Tll  beueficiaiies  to  total  Il.MO  enrollment  (see  paia- 
graph  (f)(1)  of  this  section). 

« ('omput  ed  by  dividing  the  sum  of  the  apportioned  cost  of  coven'd  services  furni.shed  IIMO  enrolU'cs  who  are  title 
X\  III  beneficiaries  (.$l,4(t7 .820— line  8,  column  .3)  by  the  HMO’s  total  cost,  except  for  maiiaginneiit  and  other  admin¬ 
istrative  and  general  cost  ($7..'?00,(K)()— line  8,  column  2).  „ 

‘  Computed  by  ajiplyitig  the  percentage  of  IIMO  costs  apportioned  for  covered  services  furnished  Il.MO  enrollees 
who  are  title  X\Tll  beneliciaiies,  as  determined  in  line  8,  column  4  f20..r2  |M-rcenO,  to  (he  Hianagement  and  other 
administrative  and  general  I'osts  in  line  tt,  column  2  (*000.000  times  20..r2  percent -=  $12:1,120)  (see  paragraph  (0(2)  of 
this  section). 
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total  amounts  paid  during  the  contract 
period  to  the  level  of  Incurred  costs. 

(b)  Determination  of  rate.  The  In¬ 
terim  per  capita  rate  of  payment  is  equal 
to  the  estimated  per  capita  cost  of  pro¬ 
viding  covered  services  to  title  XVIII 
beneficiaries  enrolled  in  the  HMO,  based 
upon  types  and  components  of  costs 
which  are  reimbursable  pursuant  to  this 
Subpart.  The  interim  per  capita  rate 
shaU  be  determined  annually  by  SSA  on 
the  basis  of  the  HMO’s  annual  operating 
and  enrollment  forecast  (see  paragraph 
(e)  of  this  section)  and  may  be  revised 
during  the  contract  period  as  explained 
in  paragraph  (c)  of  this  section. 

(c)  Adjustments  of  payments.  In  order 
to  maintain  the  Interim  payments  at  the 
level  of  current  reasonable  costs,  SSA 
shall  adjust  the  interim  per  capita  rate, 
to  the  extent  necessary,  on  the  basis  of 
adequate  data  supplied  by  the  HMO  in 
its  interim  estimated  cost  and  enroll¬ 
ment  reports  or  such  other  evidence  that 
SSA  may  have  that  the  rate  based  on 
actual  costs  is  more  or  less  than  the  cur¬ 
rent  rate.  Adjustments  may  also  be  made 
where  there  is: 

(1)  A  change  in  the  number  of  e^ 
rollees  in  the  HMO  who  are  title  XVm 
beneficiaries  and  the  per  capita  cost  rate 
is  affected; 

(2)  A  material  variation  from  the 
costs  estimated  when  the  annual  operat¬ 
ing  budget  was  prepared;  or 

(3)  A  significant  change  in  the  use  of 
covered  services  by  enrollees  in  the  HMO 
who  are  title  XVIII  beneficiaries. 

(d)  Reduction  in  payment.  SSA  may 
reduce  interim  payments,  to  the  extent 
appropriate,  in  the  event  that  reports 
(and  other  data  the  HMO  is  required  to 
submit  pursuant  to  this  subpart  in  order 
to  determine  the  amount  of  payment  to 
be  made)  are  not  furnished  timely,  or 
may  take  such  other  action  as  is  author¬ 
ized  pursuant  to  this  subpart.  An  in¬ 
terim  payment  reduction  shall  remain  in 
effect  until  such  time  as  a  reasonable 
estimate  of  per  capita  costs  can  be  made. 

(e)  Budget  and  enrollment  forecast. 

(1)  The  HMO  shall  submit  an  annual 
operating  budget  and  enrollment  fore¬ 
cast,  in  such  form  and  detail  as  SSA  may 
require,  at  least  90  days  prior  to  the  be¬ 
ginning  of  each  contract  period.  Such 
forecast  shall  be  based  upon  information 
and  statistical  data  capable  of  verifica¬ 
tion  where  a  detailed  review  of  support¬ 
ing  records  is  required  by  SSA.  Such  in¬ 
formation  and  data  include,  but  are  not 
limited  to,  all  ledgers,  books,  records  and 
original  evidence  of  costs  and  statistical 
data  which  pertain  to  the  determination 
of  reasonable  cost.  (See  also  §  405.2023 
(b)  on  the  enrollment  forecast.) 

(2)  Whenever  the  budget  and  enroll¬ 
ment  forecast  is  not  submitted  on  a 
timely  basis,  SSA  may: 

(i)  Establish  an  interim  i>er  capita  rate 
of  payment  (see  paragraph  (b)  of  this 
section)  on  the  basis  of  the  best  avail¬ 
able  data  and  adjust  payments  based  on 
such  a  rate  until  such  time  as  the  re¬ 
quired  reports  are  submitted  and  a  new 
Interim  per  capita  rate  can  be  estab¬ 
lished,  or 


(ii)  Advise  the  HMO  that  interim  pay¬ 
ments  will  not  be  made  until  such  time 
as  the  required  reports  are  submitted  If 
there  is  not  sufficient  data  (Hi  which  to 
establish  an  Interim  per  capita  rate  of 
payment. 

(f)  Interim  cost  and  enrollment  re¬ 
ports.  An  HMO  is  required  to  submit  in¬ 
terim  cost  reports  and  enrollment  data 
on  a  quarterly  basis  In  such  form  and 
manner  as  SSA  may  prescribe.  The  in¬ 
terim  cost  reports  of  a  contract  period 
shall  be  submitted  not  later  than  60  days 
after  the  close  of  each  quarter  of  the 
HMO’s  contract  period. 

§  405.2046  Interim  settlement. 

(a)  determination.  Within  30  days 
following  the  receipt  of  the  required 
HMO  reports,  SSA  shall  make  an  interim 
determination  of  the  estimated  amount 
payable  to  the  HMO  for  the  reasonable 
cost  of  covered  services  furnished  to  its 
enrollees  who  are  title  XVIII  benefici¬ 
aries  during  the  contract  period.  Such 
determination  shall  be  made  on  the  basis 
of  the  interim  cost  reports  (see  §  405.2045 
(f ) ) ,  enrollment  data  submitted  by  the 
HMO,  and  such  other  relevant  data  as 
SSA  finds  appropriate.  For  this  purpose, 
costs  shall  be  accepted  as  reported,  sub¬ 
ject  to  later  audit,  unless  there  are  ob¬ 
vious  errors  or  inconsistencies. 

(b)  Payment.  Any  difference  between 
the  total  amount  of  interim  payments 
and  the  amoimt  found  payable  on  the 
basis  of  the  interim  determination,  de¬ 
scribed  in  paragraph  (a)  of  this  section, 
shall  be  paid  by  such  HMO  or  by  SSA, 
whichever  is  appropriate,  no  later  than 
30  days  after  such  determination. 

§  405.2047  Final  soltlc>ni(‘nl. 

(a)  General.  Final  settlement  and 
payment  of  amounts  due  the  HMO  or  the 
Federal  Hospital  Insurance  Trust  Fund 
and  the  Federal  Supplementary  Medical 
Insurance  Trust  Fund  shall  be  made  fol¬ 
lowing  the  submission  and  review  of  an 
independently  certified  financial  state¬ 
ment  and  supporting  documents  as  de¬ 
scribed  in  paragraph  (b)  of  this  section. 

(b)  Certified  financial  statement  as 
basis  for  final  settlement — (1)  General. 
'The  HMO  shall  submit  to  SSA  an  inde¬ 
pendently  certified  financial  statement 
and  supporting  documents,  in  such  form 
and  detail  as  SSA  may  prescribe,  no  later 
than  180  days  following  the  close  of  each 
contract  period.  Such  statement  shall 
include: 

(i)  The  HMO's  per  capita  incurred 
costs  (based  upon  principles  described  in 
§§  405.2040  through  405.2044)  of  provid¬ 
ing  covered  services  to  its  enrollees  who 
are  title  XVIII  beneficiaries  during  the 
contract  period,  including  costs  Incurred 
by  another  organization  related  to  the 
HMO  by  common  ovmership  or  control; 

(li)  The  HMO’s  methods  of  apportion¬ 
ing  costs  among  enrollees  who  are  title 
XVIII  beneficiaries,  enrollees  who  are 
not  title  XVni  beneficiaries,  and  others 
(nonenrollees  receiving  healto  care  serv¬ 
ices  on  a  fee-for-ser\'ice  or  other  basis) , 
in  accordance  with  reimbursement  pro¬ 
cedures  required  pursuant  to  this  subpart 


(and,  as  applicable.  Subpart  D  of  this 
part) ;  and 

(ill)  Such  Information  on  enrollment 
and  other  data  as  SSA  may  require. 

(2)  Failure  to  report  required  finan¬ 
cial  information.  Whenever  an  HMO 
does  not  submit  the  required  financial 
statement  and  supporting  d(x:uments 
within  the  time  specified  in  paragraph 
(b)  (1)  of  this  section,  except  where  the 
HMO  has  requested  and  received  an  ex¬ 
tension  of  time  for  good  cause  shown, 
such  failure  to  report  such  information 
may  be  deemed  by  SSA  to  constitute  evi¬ 
dence  of  likely  overpayment  on  the  basis 
of  which  appropriate  recovery  of 
amounts  previously  paid  or  the  reduction 
of  interim  payments  may  be  made. 

(c)  Final  settlement.  (1)  Final  set¬ 
tlement  consists  of  a  determination  by 
SSA,  following  the  submission  of  accept¬ 
able  reports  specified  in  paragraph  (b) 
of  this  section,  of  total  reimbursement 
due  the  HMO  (which  is  subject  to  the 
audit  provisions  of  this  subpart)  and  a 
retroactive  adjustment  to  bring  interim 
payments  into  agreement  with  the  reim¬ 
bursable  amount  due  the  HMO.  A  final 
settlement  may  be  made  with  the  HMO 
even  though  a  provider  of  services  which 
is  not  owned  or  operated  bs  the  HMO  or 
related  to  the  HMO  by  common  owner¬ 
ship  or  control  and  which  provides  serv¬ 
ices  to  the  HMO’s  enrollees  who  are  title 
XVin  beneficiaries  has  not  had  a  final 
settlement  with  SSA  under  Subpart  D  of 
this  part  for  the  reasonable  cost  of  serv¬ 
ices  furnished  title  XVm  beneficiaries 
other  than  those  enrolled  in  the  HMO. 
However,  SSA  must  be  satisfied  that  the 
costs  of  covered  services  provided  the 
HMO’s  enrollees  who  are  title  XVIII 
beneficiaries,  as  shown  in  the  reports 
specified  in  paragraph  (b)  of  this  section, 
are  reasonable  and  that  the  interests  of 
the  health  insurance  program  would  best 
be  served  by  not  delaying  final  settlement 
with  the  HMO  until  there  is  a  final  set¬ 
tlement  witii  the  provider  of  services  un¬ 
der  Subpart  D  of  this  pai-t  (e.g.,  if  the 
provider’s  costs  represent  an  insignificant 
amount  of  total  reimbursement  due  the 
HMO;  or  if  SSA  is  satisfied  that  the  pro¬ 
vider’s  costs,  as  shown  in  the  reports 
specified  in  paragraph  (b)  of  this  section, 
will  not  be  modified,  to  any  significant 
extent,  by  the  final  settlement  with  the 
provider  under  Subpart  D  of  this  part) . 

(2)  The  retroactive  adjustment  is 
based  on  the  required  financial  reports 
(as  specified  in  paragraph  (b)  of  this 
section)  of  the  cost  actually  incurred  by 
the  HMO  (in  accordance  with  the  prin¬ 
ciples  of  cost  reimbursement  in  5  405.2040 
through  §  405.2044)  for  providing  cov¬ 
ered  services  to  enrollees  in  the  HMO 
who  are  title  XVm  beneficiaries. 

(3)  The  notice  of  amount  of  reim¬ 
bursement  by  the  health  insurance  pro¬ 
gram  shall: 

(i)  Explain  SSA’s  determination  re¬ 
garding  total  reimbursement  due  the  or¬ 
ganization  by  the  health  insuran<^  pro¬ 
gram  for  the  contract  period  covered  by 
the  financial  information  specified  in 
pai’agraph  (b)  of  this  section; 
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<ii'  Relate  this  determination  to  the 
UMO’s  claimed  total  reimbursable  costs 
for  such  period; 

(iii)  Explain  the  amount(s)  and  rea¬ 
son's).  by  appropriate  reference  to  law, 
regulations,  and  health  insurance  pro¬ 
gram  policy  and  procedures,  where  such 
determination  may  differ  from  the 
HMO’s  claim;  and 

<iv)  Inform  the  HMO  of  its  right  to 
have  the  determination  reviewed  at  a 
hearing  in  accordance  with  Subpart  R 
of  this  part. 

(4»  SSA’s  determination  (as  con¬ 
tained  in  the  notice  of  amount  of  reim¬ 
bursement  by  the  health  insurance  pro¬ 
gram)  shall  constitute  the  basis  for 
making  retroactive  adjustments  to  any 
!)rogram  payment  made  by  the  health 
insurance  program  to  the  HMO  during 
tiie  period  to  which  the  determination 
applies,  including  the  suspending  or  off¬ 
set  of  further  payments  to  the  HMO  in 
order  to  recover,  or  to  aid  in  the  recovery 
of.  any  overpayment  identified  in  the 
determination  as  having  been  made  to 
the  HMO,  notwithstanding  a  request  for 
a  hearing  on  the  determination  which 
the  HMO  may  make  pursuant  to  Subpart 
R  of  this  part.  Any  such  suspension  shall 
remain  in  effect  as  specified  in  §  405.- 
373)a). 

Principles  of  Reimbursement  for  Risk- 
Basis  HMO’s  Under  Title  XVIII 

§  103.2049  Reimbursement  of  risk-basi-* 
H  MO's — Int  rodurt  ion. 

'a'  A  mature  HMO  (as  defined  in 
5  405.2001(b))  which  meets  the  require¬ 
ments  of  paragraph  (a)  (1)  or  (2)  of 
5  405.2004,  may  elect  to  be  reimbursed  on 
an  incentive  basis  for  the  covered  services 
it  furnishes  to  its  enrollees  who  are  title 
XVIII  beneficiaries.  The  distinguishing 
characteristic  of  incentive  reimburse¬ 
ment  is  that  the  total  payment  to  the 
HMO  for  a  contract  period  is  determined 
by  comparing  the  HMO’s  adjusted  per 
capita  incurred  cost  to  the  adjusted  aver¬ 
age  per  capita  cost  of  providing  covered 
title  XVm  services  (including  chronic 
renal  disease  benefits)  to  a  similar  bene¬ 
ficiary-population  outside  the  HMO. 
Based  on  this  comparison,  the  HMO  and 
the  health  insurance  program  trust 
funds  share  savings  up  to  prescribed 
limits,  or  the  HMO  absorbs  losses.  If  the 
HMO’s  adjusted  per  capita  incurred  cost 
is  less  than  the  adjusted  average  per 
capita  cost  as  defined  in  §  405.2051,  the 
difference  is  termed  “savings”  and  pay¬ 
ment  of  the  HMO’s  share  and  the  share 
of  these  savings  to  be  paid  to  such  trust 
fimds  is  made  in  the  manner  described 
in  §  405.2052(b).  If  the  HMO’s  adjusted 
per  capita  incurred  cost  exceeds  the  ad¬ 
justed  average  per  capita  cost,  the  dif¬ 
ference  is  termed  “losses”  and  such  losses 
are  absorbed  by  the  HMO.  Losses  are 
carried  forward  and  offset  from  savings 
realized  in  later  contract  periods,  as 
provided  in  §  405.2052(c) . 

(b)  The  specific  principles  and  pro¬ 
cedures  applicable  to  incentive  reim¬ 
bursement  are  discussed  in  S§  405.2050 
through  405.2054.  The  procedures  de¬ 
scribed  in  S  405.2045  (Interim  i>er  capita 
payments)  are  also  applicable  to  risk- 


basis  HMO’s.  Monthly  interim  per  capita 
payments  made  by  SSA  to  a  risk-basis 
HMO  are  determined  on  the  same  basis 
as  those  made  to  cost-basis  HMO’s  and 
are  not  adjusted  for  estimated  savings. 
In  no  case  shall  the  interim  per  capita 
reimbursement  rate  of  payment  exceed 
the  estimated  adjusted  average  per 
capita  cost. 

§  403.2030  Delorniining  adjusted  in¬ 
curred  cost. 

SSA  uses  the  cost  determination  pro¬ 
cedure  described  in  this  section  to  de¬ 
velop  an  adjusted  incurred  cost  for  the 
HMO. 

(a)  Total  reimbursable  cost.  The  reim¬ 
bursement  principles  as  descrilted  in 
§§  405.2040-405.2044  are  used  to  deter¬ 
mine  the  total  allowable,  reimbursable, 
reasonable  cost  incurred  by  the  risk-basis 
HMO  for  the  contract  period  in  providing 
covered  items  and  services  to  its  en¬ 
rollees  who  are  title  XVIII  beneficiaries 
except  for  the  provisions  pertaining  to 
reinsurance  costs  and  for  the  limitations 
on  reimbursement  set  forth  in  §  405.2042 
(b)(14). 

(b)  Reinsurance.  (1)  The  health  in¬ 
surance  program’s  share  of  reasonable 
costs  for  reinsurance  (i.e.,  protection 
against  all  or  part  of  the  financial  risk 
that  the  HMO  is  obligated  to  assume  un¬ 
der  its  subscriber  agreement  with  en¬ 
rollees  who  are  title  XVIH  beneficiaries) 
is  allowable  to  the  extent  that  the  HMO 
incurs  reinsurance  costs  for : 

(1)  Covered  emergency  services  (§  405.- 
2005(a)  (3)  (i) )  furnished  outside  the 
HMO’s  service  area  (§  405.2005(a)  (1) ) , 

(ii)  Covered  urgently  needed  services 
(5  405.2005(a)  (3)  (ii) )  furnished  outside 
the  HMO’s  enrollment  area  (§  405.2005 
(a) (l)),and 

(iii)  Other  covered  items  and  services 
furnished  outside  the  HMO’s  enrollment 
area  through  arrangements  (§405.2005 

(a)  (2>). 

(2)  If  the  actual  cost  of  reinsurance 
cannot  be  readily  determined  for  such 
covered  items  or  services  specified  in 
paragraph  (b)(1)  of  this  section,  which 
are  furnished  enrollees  who  are  title 
XVin  beneficiaries,  a  reasonable  esti¬ 
mate  may  be  used. 

(3)  If  a  risk-basis  HMO  is  reimbursed 
for  reinsurance  (as  described  in  para¬ 
graph  (b)  (1)  or  (2)  of  this  section), 
the  HMO’s  allowable  cost  excludes  any 
amount  otherwise  representing  payment 
for  such  covered  services  delivered  to  its 
enrollees  who  are  title  XVIH  benefici¬ 
aries  for  which  the  HMO  is  covered  by 
reinsurance.  If  a  risk-basis  HMO  does 
not  obtain  reinsurance  (as  described  in 
paragraph  (b)  (1)  or  (2)  of  this  sec¬ 
tion)  and/or  has  a  reciprocal  arrange¬ 
ment  with  other  HMO’s  for  providing 
such  covered  services,  the  HMO  is  reim¬ 
bursed  for  the  reasonable  cost  actually 
incurred  by  the  HMO  for  these  covered 
services  delivered  to  enrollees  who  are 
title  XVni  beneficiaries. 

(c)  Title  XV III  limitations  on  reim¬ 
bursement.  Unless  otherwise  specified  in 
this  subpart,  the  title  XVUI  limitations 
on  reimbursement  set  forth  in  §  405.2042 

(b)  (14)  shall  not  apply  to  services  fur¬ 


nished  to  an  HMO’s  enrollees  who  are 
title  XVIII  beneficiaries  by  a  provider 
of  services  or  other  health  care  facility 
owned  or  operated  by  a  risk -basis  HMO 
or  related  to  a  risk-basis  HMO  by  com¬ 
mon  oi^mership  or  control. 

(d)  Adjusted  incurred  cost.  The  rea¬ 
sonable  costs  actually  incurred  by  the 
HMO  under  a  contract  pursuant  to  sec¬ 
tion  1876  of  the  Act  in  providing  cov¬ 
ered  services  to  enrollees  who  are  title 
XVIII  beneficiaries,  as  determined  pur¬ 
suant  to  paragraph  (a)  of  this  section, 
are  adjusted  in  order  to  obtain  greater 
comparability  with  the  adjusted  average 
per  capita  cost.  Adjustments  to  the 
HMO’s  incurred  cost  for  the  purpose  of 
determining  savings  or  losses  (see  §  405.- 
2052(a))  include: 

(1)  Deductibles  and  coinsurance. 
There  is  deducted  from  the  reasonable 
cost  actually  incurred  by  the  HMO,  for 
covered  services  furnished  title  XVIII 
beneficiaries  enrolled  with  the  HMO,  an 
amount  equal  to  the  actuarial  value  of 
the  deductible  and  coinsurance  amounts 
which  would  otherwise  be  applicable  to 
the  covered  services  for  which  payment 
is  being  made  if  the  title  XVIII  benefici¬ 
aries  who  received  the  services  had  not 
been  enrolled  in  the  HMO. 

(2)  HMO  option — payment  to  provid¬ 
ers  by  intermediaries.  If  the  HMO  has 
elected  to  have  providers  of  services  (as 
defined  in  section  1861  (u)  of  the  Social 
Security  Act)  that  are  participating  in 
the  health  insurance  program  and  that 
furnish  covered  services  to  its  enrollees 
who  are  title  XVHI  beneficiaries,  obtain 
reimbursement  directly  from  their  title 
XVin  intermediaries  (see  §  405.2041 
(d) ) ,  the  reasonable  cost  of  these  covered 
items  and  services  reimbursed  by  the  in¬ 
termediaries  (less  applicable  deductibles 
and  coinsurance),  as  well  as  intermedi¬ 
ary  administrative  costs  applicable  to 
such  payment,  is  added  to  the  reasonable 
costs  actually  incurred  by  the  HMO. 

(3)  HMO  option — payment  by  carriers 
for  out-of-plan  services.  If  covered  items 
and  services  for  which  the  HMO  is  finan¬ 
cially  responsible  are  provided  out-of- 
plan  and  are  reimbursed  by  title  XVIII 
carriers,  the  reasonable  charges  paid  for 
these  covered  items  and  services  (less  ap¬ 
plicable  deductibles  and  coinsurance) ,  as 
well  as  carrier  administrative  costs  ap¬ 
plicable  to  such  payment,  are  added  to 
the  reasonable  cost  actually  incurred  by 
the  HMO. 

§  40.3.2031  Deferininiiig  adjusted  aver¬ 
age  per  eapita  eosl. 

(a)  General.  The  adjusted  average  per 
capita  cost,  as  described  in  section  1876 
(a)  (3)  (A)  (iv)  of  the  act,  is  the  amount 
that  is  compared  with  the  HMO’s  ad¬ 
justed  per  capita  incurred  cost  to  deter¬ 
mine  whether  the  HMO  has  incurred  a 
per  capita  “savings”  or  “loss”.  It  repre¬ 
sents  the  average  per  capita  cost,  subject 
to  appropriate  actuarial  adjustment, 
which  would  have  been  incurred  by  the 
health  insurance  program  on  behalf  of 
enrollees  of  the  HMO  who  are  title  XVIII 
beneficiaries  if  they  had  received  their 
covered  service  from  providers  of  serv¬ 
ices.  physicians,  suppliers,  and  organiza- 
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tions  other  than  the  HMO  In  the  same 
"geographic  area"  (as  defined  In  para¬ 
graph  (b)  of  this  section)  served  by  the 
HMO  or  a  “similar  area"  (as  defined  in 
paragraph  (c)  of  this  section) .  SSA  com¬ 
putes  the  a^usted  average  per  capita 
cost  or  an  estimated  adjusted  average  per 
capita  cost  imder  the  following  circum¬ 
stances: 

(1)  As  part  of  the  procedures  for  final 
settlement  and  payment  with  a  risk-basis 
HMO  (see  S  405.2054).  SSA  determines 
the  adjusted  average  per  capita  cost; 

(2)  For  use  in  the  interim  settlement 
and  tentative  settlement  with  a  risk- 
basis  HMO  (see  §  405.2053) .  SSA  deter¬ 
mines  an  estimated  adjusted  average  per 
capita  cost  subject  to  adjustment  at  the 
time  of  final  settlement;  and, 

(3)  Upon  request  by  the  HMO,  SSA 
makes  a  preliminary  estimate  of  the  ad¬ 
justed  average  per  capita  cost  for  the 
contract  period  or  the  following  year, 
using  the  latest  available  data  applicable 
to  such  an  HMO.  Such  a  preliminairy  esti¬ 
mate  of  the  adjusted  average  per  capita 
cost  is  computed  and  furnished  to  the 
HMO  with  the  understanding  that  the 
adjusted  average  per  capita  cost  retro¬ 
spectively  computed  at  the  time  of  final 
settlement,  iislng  the  latest  available 
data  applicable  to  the  HMO,  may  be  sig- 
niflcantiy  different  from  the  estimate. 

(b)  Geographic  area.  The  geographic 
area  used  in  determining  the  adjusted 
average  per  capita  cost  is  normally  the 
area  or  areas  of  residence  for  enrollees 
in  the  HMO  who  are  title  XVHl  benefi¬ 
ciaries. 

(c)  Similar  area.  In  some  cases  the 
geographic  area,  as  defined  in  paragraidi 
(b)  of  this  section,  may  not  be  an  appro¬ 
priate  basis  of  comparison  because,  if 
used,  it  would  result  in  an  HMO’s  being 
reimbursed  significantly  more  or  less 
than  is  reasonable  for  the  covered  serv¬ 
ices  rendered.  If  there  is  substantial  evi¬ 
dence  of  special  characteristics  that  may 
have  such  results  (e.g.,  an  area  that  was 
significantly  underserved  and  the  HMO 
provided  adequate  services),  SSA  may 
determine  on  an  individual  HMO  basis 
that  a  similar  area  is  a  more  appropriate 
geographic  area  for  computing  the  ad¬ 
justed  average  per  capita  cost.  In  such  a 
case,  SSA  selects  an  area  similar  in  its 
major  actuarial  features  to  the  HMO’s 
geographic  area,  except  for  the  special 
characteristics. 

(d)  Computation  of  adjusted  average 
per  capita  cost.  Before  the  beginning  of 
the  contract  period,  SSA  shall  inform  the 
HMO  of  the  specific  actuarial  factors  to 
be  included  in  computing  the  adjusted 
average  per  capita  cost  at  the  time  of 
final  settlement.  In  computing  the  ad¬ 
justed  average  per  capita  cost,  SSA  uses 
the  U.S.  per  capita  incurred  cost,  as  de¬ 
fined  in  paragraph  (d)  (1)  of  this  section, 
modified  by  a  number  of  actuarial  fac¬ 
tors.  as  described  in  paragraphs  (d)  (2) 
through  (4)  of  this  section. 

(1)  U.S.  per  capita  incurred  cost.  The 
U.S.  per  capita  Incmred  cost  represents 
the  average  per  capita  cost,  including  ad¬ 
ministrative  expenses  reimbursed  to  in¬ 
termediaries  and  carriers.  Incurred  by 
the  health  insurance  programs,  as  deter¬ 


mined  on  an  accrual  basis,  for  covered 
services  furnished  to  title  XVIII  bene¬ 
ficiaries.  The  U.S.  per  capita  incurred 
cost  is  based  on  the  determination  of  in¬ 
curred  cost  used  by  the  Office  of  the  Ac¬ 
tuary  of  SSA,  in  connection  with  the 
Annual  Reports  of  the  Board  of  Trust¬ 
ees  of  the  Social  Secmity  Trust  Funds, 
and  covers  the  same  time  period  as  the 
HMO’s  contract  period. 

(2)  Geographic  index.  In  computing 
the  adjusted  average  per  capita  cost,  an 
appropriate  actuarial  adjustment  is  made 
by  SSA  to  refiect  the  relative  level  of 
health  insurance  program  expenditures 
for  title  XVm  beneficiaries  in  the  HMO’s 
geographic  area,  who  are  not  enrolled  in 
the  HMO.  This  adjustment  is  independ¬ 
ent  of  the  infiuence  of  the  age  and  sex 
distribution  of  the  area’s  title  XVIII 
beneficiaries.  The  geographic  index  is 
based  on  services  reimbiu^ed  by  the 
health  insurance  program  and  utilizes 
the  most  accurate  and  timely  data  avail¬ 
able  to  SSA  to  adapt  the  U.S.  per  ciqjita 
incurred  cost  figure  to  the  HMO’s  geo¬ 
graphic  area. 

(3)  Age,  sex,  and  disability  status.  The 
adjusted  average  per  capita  cost  is  ad¬ 
justed  to  refiect  the  age  and  sex  distribu¬ 
tion  and  disability  status  of  the  HMO’s 
enrollees  who  are  title  XVHl  benefi¬ 
ciaries,  as  health  insurance  program  ex¬ 
perience  indicates  differences  in  costs  by 
age,  sex,  and  disability  status  of  such 
beneficiaries.  Adjustments  for  age  and 
sex  are  made  for  those  beneficiaries  age 
65  and  over  as  well  as  those  beneficiaries 
under  age  65  qualifying  for  title  XVIU 
benefits  on  the  basis  of  disability.  The 
adjustments  for  age  and  sex  of  bene¬ 
ficiaries  tmder  age  65  include  those  bene- 
ficlaries  qualifying  for  title  XVHl 
benefits  imder  section  226(b)  or  226(e) 
of  the  Act.  The  adjustment  factors  for 
age  and  sex  are  based  on  data  compiled 
annually  by  the  Office  of  Research  and 
Statistics  of  SSA  and  the  distribution  by 
age  and  sex  for  the  HMO’s  title  XVIU. 
beneficiaries.  For  example,  for  benefici¬ 
aries  65  and  over,  such  adjustment  is 
comprised  of  separate  factors  for  each  5 
years  of  age  by  sex  through  age  84,  plus 
a  separate  factor  for  all  beneficiaries  85 
and  over  by  sex. 

(4)  Other  relevant  factors.  If  accurate 
data  are  available  and  appropriate,  race, 
institutional  status,  and  other  relevant 
factors,  as  specified  in  section  1876(a)  (3) 
(A)  (iv)  of  the  Social  Security  Act.  are 
refiected  in  the  adjusted  average  per 
capita  cost  computation. 

§  405.2052  Computation  of  the  a  mount 
-  due  to  (or  from)  the  HMO 

(a)  Determining  per  capita  savings  or 
losses.  SSA  determines  whether  the  risk- 
basis  HMO  has  incurred  savings  or  losses 
by  comparing  the  HMO’s  adjusted  In¬ 
curred  cost  (see  §  405.2050)  to  the  ad¬ 
justed  average  per  capita  cost  (see 
§  405.2051).  In  making  this  comparison, 
both  the  HMO’s  adjusted  incurred  cost 
and  the  adjusted  average  per  capita  cost 
are  first  converted  to  a  monthly  per 
capita  basis.  To  accomplish  this  conver¬ 
sion,  the  HMO’s  a^usted  Incurred  cost 
is  divided  by  the  total  number  of  contract 


months  for  title  XVm  beneficiaries  who 
are  enrollees  to  develop  the  HMO’s 
monthly  per  capita  adjusted  mcurred 
cost.  (Tot^  number  of  contract  month.s 
for  title  XVHl  beneficiaries  who  are  en¬ 
rollees  is  the  cumulative  number  of  such 
contracts,  recorded  as  of  the  first  day  of 
each  month,  for  all  months  included  in 
the  HMO’s  contract  period.  If  more  than 
one  person  is  enrolled  under  one  con¬ 
tract,  each  person  is  counted  for  a  con¬ 
tract  month.)  The  adjusted  average  per 
capita  cost  is  also  converted  to  a  monthly 
per  capita  basis.  A  comparison  is  then 
made  of  the  HMO’s  monthly  per  capita 
adjusted  Incurred  cost  and  the  monthly 
adjusted  average  per  capita  cost  to  de¬ 
termine  the  monthly  per  capita  savings 
or  losses  as  defined  in  §  405.2049.  This 
monthly  per  capita  savings  (or  losses)  is 
multiplied  by  the  cumulative  total  num¬ 
ber  of  contract  months  for  title  XVm 
beneficiaries  who  are  enrollees  of  the 
HMO  during  the  contract  period  to  de¬ 
termine  the  total  amount  of  savings  to 
be  apportioned  (or  losses  to  be  absorbed) . 

(b)  Apportionment  of  savings.  Accrued 
savings  for  each  contract  period  shall  be 
apportioned  between  the  HMO  and  the 
health  insurance  program,  following  the 
close  of  such  contract  period,  as  follows: 

(1)  If  losses  for  prior  contract  peri- 
od(s)  have  not  been  offset,  the  provisions 
of  paragraph  (c)  of  this  section  apply. 

(2)  If  there  are  no  losses  for  prior 
contract  period(s)  to  be  offset,  savings  of 
up  to  20  percent  of  the  adjusted  average 
per  capita  cost  are  apportioned  equally 
between  (i)  the  HMO  and  (ii)  the  health 
insurance  program  trust  funds. 

(3)  Remaining  savings  in  excess  of  20 
percent  of  the  adjusted  average  per  cap¬ 
ita  cost,  are  apportioned  entirely  to  the 
health  insurance  program  trust  funds. 

(c)  Carrying  losses  forward  and  off¬ 
setting  losses.  If  an  HMO  lnciu*s  losses, 
they  are  absorbed  fully  by  the  HMO. 
Such  losses  are  carried  forward  and  off¬ 
set  from  savings  realized  in  later  con¬ 
tract  periods  as  follows: 

(1)  Losses  are  offset  against  savings 
only  in  subsequent  contract  periods,  l.e., 
not  against  savings  in  prior  contract 
periods. 

(2)  Losses  are  offset  in  the  order  in 
which  they  are  Incurred,  l.e.,  losses  for 
earliest  contract  period  (s)  are  offset  first. 

(3)  Losses  for  prior  contract  perlod(s) 
in  excess  of  current  contract  period’s 
savings  are  carried  forward  and  offset  in 
accordance  with  paragraph  (c)  (2)  of  this 
section. 

(4)  If  there  are  savings  remaining 
after  losses  for  prior  contract  periods"^ 
have  been  offset,  the  remaining  savings 
up  to  20  E>ercent  of  the  adjusted  average 
per  capita  cost  are  apportioned  equally 
between  (i)  the  HMO  and  (ii)  the  health 
insurance  program  trust  funds  except 
that  remaining  savings  in  excess  of  20 
percent  of  the  adjusted  average  per  cap¬ 
ita  cost  shall  be  apportioned  entirely  to 
the  health  Insurance  program  trust 
funds. 

(5)  If  a  merger  is  effected  involving 
one  or  more  risk-basis  HMO’s,  a  loss 
carry-over  is  permitted  to  the  surviving 
risk-basis  HMO  but  only  to  the  extent 
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that,  for  reporting  periods  prior  to  the 
effective  date  of  the  merger,  the  com¬ 
bined  total  losses  of  the  one  or  more  risk- 
basis  HMO’s  that  are  parties  to  the  merg¬ 
er  exceed  the  comUned  total  savings 
of  the  one  or  more  risk-basis  HMO’s  that 
are  parties  to  the  merger. 

<  6)  In  the  case  of  HMO’s  that  are  re¬ 
lated  organizations,  the  losses  incurred 
by  one  HMO  may  not  be  offset  against 
the  savings  of  another- 

<7>  If  a  risk-basis  HMO  subsequently 
exercises  its  option  to  become  a  cost- 
basis  HMO,  losses  from  prior  contract 
period (s)  are  not  considered  an  allowable 
cost  to  the  cost-basis  HMO. 

(8)  Deficits  incurred  by  an  HMO  prior 
to  the  effective  date  of  its  risk-b€isls  con¬ 
tract  with  SSA  are  not  carried  forward 
nor  offset  against  savings  in  contract 
periods  subsequent  to  the  date  of  the 
contract. 

(9)  If  a  risk-basis  HMO,  having  a 
carry-over  of  losses,  terminates  its  psu*- 
ticipation  in  the  health  insurance  pro¬ 
gram,  losses  from  prior  contract  peii- 
od(s)  in  excess  of  current  contract  pe¬ 
riod’s  savings  are  not  considered  an  al¬ 
lowable  cost  of  either  the  last  contract 
period  or  the  termination  process  and 
such  a  loss  carry-over  is  not  available  if 
a  successor  HMO  subsequently  enters 
into  an  agreement  to  be  reimbursed  as  a 
risk-b£isis  HMO. 

(d)  Computation  of  the  amount  due 
to  (or  from)  the  HMO  for  the  contract 
period.  (1)  The  liability  of  the  health  in¬ 
surance  program,  as  determined  by  SSA 
for  the  contract  period,  equals  the  total 
allowable  reasonable  cost  actually  in¬ 
curred  by  the  HMO  for  covered  services 
(less  deductibles  and  co-insurance)  pro- 
vid«i  enroUees  who  are  title  XVm  bene¬ 
ficiaries  (including  those  entitled  on  the 
basis  of  end  stage  renal  disease). 

(1)  Plus  the  HMO's  share  of  savings, 
(see  paragraphs  (a)  and  (b)  of  this  sec¬ 
tion)  ,  or 

(ii)  Minus  the  HMO’s  losses,  (see  para¬ 
graphs  (a)  and  (c)  of  this  section). 

(2)  To  determine  the  amoimt  due  to 
(or  from)  the  HMO.  SSA  takes  into  ac¬ 
count  any  previously  made  interim 
payments  to  the  HMO  as  well  as  pay¬ 
ments  at  the  time  of  interim  settlement 
and  tentative  settlement  which  are  ap¬ 
plicable  to  the  same  contract  period.  For 
purposes  of  this  section,  the  term  “in¬ 
terim  pasonents  to  the  HMO”  includes  all 
payments  made  by  SSA  for  the  pertinent 
contract  period,  including  monthly  in¬ 
terim  per  capita  payments,  lump  sum 
payments,  and  payments  made  at  the 
time  of  interim  settlement  and  tentative 
settlement  (see  §  405.2053). 

§  10.^.2053  Interim  and  tentative  settle¬ 
ments. 

(a)  Interim  settlement — (1)  Deter¬ 
mination.  Within  90  days  after  the  close 
of  a  contract  i>eriod  (or  not  more  than  30 
days  after  the  submission  of  adequate 
reports,  data,  and  Information  required 
by  SSA  if  such  submission  occurs  more 
than  60  dasrs  after  the  end  of  the  con¬ 
tract  period)  SSA  makes  a  determina¬ 
tion  of  the  estimated  amount  payable 
to  the  HMO  under  its  contract  with  SSA 


for  the  contract  period.  Such  determina¬ 
tion  is  based  on  the  estimated  adjusted 
average  per  capita  cost  (see  §  405.2051), 
the  HMO’s  per  capita  incurred  allowable 
costs,  acceptable  interim  cost  reports, 
enrollment  data  (as  recorded  in  SSA 
records) ,  actuarial  data,  and  such  other 
required  data  and  information  in  such 
form  and  detail  as  required  by  SSA  and 
as  are  available.  Besides  the  data  re¬ 
quired  by  §  405.2044,  the  HMO  shall 
maintain  and  submit,  along  with  the 
last  hiterim  cost  report  for  the  contract 
period,  ocher  required  data  and  infor¬ 
mation.  Such  data  and  information  in¬ 
clude  the  following: 

(1)  The  number  of  beneficiaries  age 
65  and  over  enrolled  in  the  HMO  for 
hospital  insurance  and  supplementary 
medical  insurance  benefits  (or  supple¬ 
mentary  medical  insurance  benefits 
only)  during  the  contract  period,  and 
their  distribution  by  age,  sex,  and  dis¬ 
ability  status  for  each  subdivision  in  the 
HMO’s  geographic  area; 

(ii)  The  number  of  beneficiaries  under 
age  65  enrolled  in  the  HMO  for  hospital 
insurance  and  supplementary  medical 
insurance  benefits  (or  supplementary 
medical  insurance  benefits  only)  during 
the  contract  period  and  their  distribu¬ 
tion  by  age,  sex,  and  disability  status  for 
each  subdivision  in  the  HMO's  geo¬ 
graphic  area;  and 

(iii)  Any  other  data  and  information 
for  the  contract  period  required  by  SSA, 
submitted  at  such  time  and  in  such  form 
and  detail  as  required  by  SSA. 

(2)  Payment.  On  the  basis  of  the  de¬ 
termination  as  to  interim  settlement,  50 
percent  of  any  amounts  deemed  pay¬ 
able  to  the  HMO  or  to  the  health  insur¬ 
ance  program  trust  funds  shall  be  paid 
by  the  HMO  or  by  SSA,  as  appropriate, 
within  30  days  of  the  notice  of  determi¬ 
nation  regarding  interim  settlement. 

(b)  Tentative  settlement.  If  a  final 
settlement  is  not  made  within  one  year 
after  the  HMO  submits  the  reports  spec¬ 
ified  in  S  405.2054(b),  a  tentative  set¬ 
tlement  shall  be  made  by  SSA.  At  the 
time  of  tentative  settlement,  the  deter¬ 
mination  of  the  estimated  amount 
deemed  payable  to  the  HMO  imder  its 
contract  with  SSA  for  the  contract 
period,  is  made  on  the  basis  of  data  as 
required  by  paragraph  (a)  of  this  sec¬ 
tion  and  additional  available  data.  A 
provision  of  the  settlement  is  pasrment 
by  either  SSA  or  the  HMO,  as  appropri¬ 
ate,  within  30  days  of  the  determination 
of  any  estimated  amounts  due,  includ¬ 
ing  estimated  savings  or  losses.  If  appro¬ 
priate,  the  amoimt  of  the  tentative  set¬ 
tlement  is  subject  to  adjustment  at  the 
time  of  final  settlement. 

§  405.2054  Final  settlemMit. 

(a)  General.  Final  settlement  and  pay¬ 
ment  of  amounts  due  the  HMO  or  the 
Federal  Hospital  Insurance  Trust  Fund 
and  the  Federal  Supplementary  Medical 
Insurance  Tnist  Fund  shall  be  made,  fol¬ 
lowing  submission  of  an  independently 
certified  financial  statement  and  sup¬ 
porting  documents  as  described  in  para¬ 
graph  (b)  of  this  section. 


(b)  Certified  financial  statement — (1) 
General.  The  HMO  shall  submit  to  SSA 
an_  independently  certified  financial 
statement  and  supperting  documents,  in 
such  form  and  detail  as  SSA  may  pre¬ 
scribe,  no  later  than  180  days  following 
the  close  of  the  contract  perlcxl.  Such 
statement  shall  include: 

(1)  The  HMO’s  per  capita  incurred 
costs  (based  ui>on  the  principles  de¬ 
scribed  in  §§  405.2040  through  405.2043) 
of  providing  covered  services  to  its  health 
insurance  beneficiaries  who  are  enrollees 
during  the  contract  year; 

(ii)  The  HMO’s  methods  of  appiortion- 
ing  costs  among  enrollees  who  are  title 
XVin  beneficiaries,  enrollees  who  are  not 
title  XVin  beneficiaries,  and  others 
(non-members  receiving  health  care 
services  on  a  fee-for-service  basis  or 
other  basis) ,  and 

(iii)  Such  information  on  enrollment 
and  other  data  as  SSA  may  require. 

(2)  Failure  to  submit  report.  Whenever 
the  HMO  fails  to  submit  the  required 
adequate  financial  statement  and  sup¬ 
porting  documents  within  the  time  sp)ec- 
ified  in  paragraph  (b)  of  this  section,  ex¬ 
cept  where  the  HMO  has  requested  and 
received  approval  of  an  extension  of  time 
for  good  cau.se  shown,  such  failure  to  re- 
piort  such  information  may  be  deemed 
by  SSA  to  constitute  evidence  of  likely 
overpasmient,  on  the  basis  of  which  ap¬ 
propriate  recovery  of  amounts  previously 
paid,  and/or  the  reduction  of  current 
interim  piajnnents,  may  be  made. 

(c)  Final  settlement.  The  final  settle¬ 
ment  consists  of  a  determinatimi  by  SSA, 
following  the  submission  of  the  reports 
spiecified  in  p>aragrap)h  (b)  of  this  section 
of  the  amoimt  due  to  the  HMO  as  ex¬ 
plained  in  S  405.2052.  subject  to  the  audit 
provisions  of  this  subpiart,  and  a  retro¬ 
active  adjustment  by  SSA  of  amounts 
paid  by  the  HMO  for  the  amounts  de¬ 
termined  to  be  due  the  HMO  or  the 
health  insurance  program  trust  funds,  as 
appropriate.  Papmients  already  made,  in¬ 
cluding  amounts  paid  either  fay  the  HMO 
or  by  SSA  as  a  result  of  the  interim  set¬ 
tlement  (see  §  405.2053(a) )  anti  tentative 
settlement  (see  §  405.2053(b) ),  are 
brought  into  agreement  with  the  amount 
due  to  (or  from)  the  HMO,  in  accordance 
with  the  provisions  of  S  405.2052.  A  final 
settlement  may  be  made  with  the  HMO 
even  though  a  provider  of  services  which 
is  not  owned  or  operated  by  the  HMO  or 
related  to  the  HMO  by  common  owner¬ 
ship  or  control  and  which  provides  serv¬ 
ices  to  the  HMO’s  enrollees  who  are  title 
XVm  beneficiaries  has  not  had  a  final 
settlement  with  SSA  imder  Subp>art  D  of 
this  p>art  for  the  reasonable  cost  of  serv¬ 
ices  furnished  title  XVlll  beneficiaries 
other  than  those  enrolled  in  the  HMO. 
However,  SSA  must  be  satisfied  that  the 
costs  of  covered  services  provided  the 
HMO’s  enrollees  who  are  title  XVlll 
beneficiaries,  as  shown  in  the  reports 
specified  in  paragraph  (b)  of  this  sertion, 
are  reasonable  and  that  the  interests  of 
the  health  insurance  program  would  best 
be  served  by  not  delaj^g  final  settlement 
with  the  HMO  until  there  is  a  final  set¬ 
tlement  with  the  provider  of  services 
under  Subpart  D  of  this  i)art  (e.g.,  If  the 
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provider’s  costs  represent  mi  insignificant 
amount  of  total  reimbursement  due  the 
HMO’s  enroUees  who  are  title  XVjJLI 
vider’s  costs,  as  shown  in  the  reports 
specified  in  paragraph  (b)  of  this  sec¬ 
tion,  will  not  be  modified,  to  any  signifi¬ 
cant  extent,  by  the  final  settlement  with 
the  provider  under  Subpart  D  of  this 
part) .  SSA’s  determination  (as  contained 
in  a  notice  of  health  Insurance  reim¬ 
bursement)  and  retroactive  adjustment 
are  explained  in  paragraphs  (c)  (1)  and 
(2)  of  this  section. 

( 1 )  The  notice  of  health  insurance  pro¬ 
gram  reimbursement  shall : 

(i)  Explain  SSA’s  determination  re¬ 
garding  total  health  insurance  program 
reimbursement  due  the  organization  for 
the  contract  period  covered  by  the  re¬ 
ports  specified  in  paragraph  (b)  of  this 
section,  including  an  explanation  of  the 
computation  of  savings  or  losses; 

(ii)  Relate  this  determination  to  the 
HMO’s  claimed  total  reimb\irsable  costs 
for  such  period; 
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(iii)  Explain  the  amoimtCs)  and  rea¬ 
son  (s),  by  appropriate  reference  to  law, 
regulations,  and  health  insurance  pro¬ 
gram  policy  and  procedures,  if  such  de¬ 
termination  of  reimbursable  cost  may 
differ  from  the  HMO’s  claim ; 

(iv)  Inform  the  HMO  of  its  right  to 
have  the  determination  reviewed  at  a 
hearing  in  accordance  with  Subpart  R  of 
this  part. 

(2)  SSA’s  deteimination  (as  contained 
in  the  notice  of  health  insurance  program 
reimbursement)  shall  constitute  the  basis 
for  making  retroactive  adjustments  to 
any  health  insurance  program  payments 
made  to  the  HMO  during  the  period  to 
which  the  determination  applies. 

(3)  SSA  may  suspend  or  offset  further 
payments  to  the  HMO  in  order  to  recover, 
or  to  aid  in  the  recovery  of,  any  overpay¬ 
ment  identified  in  the  determination  as 
having  been  made  to  the  HMO,  notwith¬ 
standing  a  request  for  a  hearing  on  the 
determination  which  the  HMO  may  make 
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pursuant  to  Subpart  R  of  this  part.  Any 
such  suspension  shall  remain  in  effect  as 
specified  in  $  405.373(a) . 

(d)  Interest.  In  order  that  neither  the 
HMO  nor  the  health  Insurance  program 
trust  fimds  gain  from  excessive  delay  in 
final  settlement  (see  paragraph  (c)  of 
this  section),  interest  is  charged  on 
amoimts  payable  if  payment  by  SSA  or 
the  HMO.  as  determined  by  the  final  set¬ 
tlement,  takes  place  more  than  90  days 
after  the  submission  of  an  acceptable 
certified  financial  statement  and  sup¬ 
porting  documents.  Such  interest,  which 
accrues  on  amounts  outstanding  and  un¬ 
paid  beginning  with  the  91st  day  follow¬ 
ing  the  submission  of  such  reports  and 
continuing  up  to,  but  not  including,  the 
date  such  amoimts  are  paid,  is  computed 
at  a  rate  equal  to  the  average  rate  of  in¬ 
terest  payable  on  obligations  of  the  Fed¬ 
eral  Government  Issued  on  such  91st  day 
for  purchase  by  such  trust  funds. 
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